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This paper studies the association between a firm’s stock returns and subsequent top management
changes. Consisient wiili inernal monitoring of management, there is an inverse relation between
the probability of a management change and a firm's share performance. This relation can result
from monitoring by the board, other top managers, or blockholders. fiowever, unless share
performance is extremely good or bad, logit models have no pradictive ability. No average stock
price reaction is detected a: announcement of a top management change.

1. Introducfion

This paper investigates the relation between a firm’s stock price perfor-
mance and subsequent changes in its top management. A top management
change is defined as any change in the set of individuals holding the title of
chief executive officer (CEQO), president, or chairman of the board. The major
hypothesis is that ihe probability of a top management change is inversely
related to stock price performance. Using a random sample of listed firms, the
hypothesis is tested with a prediction procedure to exploit information on
firms that do not experience a management change. In addition, standard
event study methodology is employed to study stock price reaction to an-
nouncement of management change.

The paper provides new evidence on mechanisms for removing inefficient
managers and encouraging managers to act in shareholders’ interests. Al-
though external mechanisms such as the takeover market can serve this
function [e.g., Manne (1965) and Fama and Jensen (1983)], there are poten-
tially important internal mechanisms. One is monitoring by the board of
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directors [Fama (1980)}. A second is mutual monitoring among the firm’s
managers [Fama and Jensen (1983)]. A third is monitoring by holders of large
share blocks [Shleifer and Vishiny (1986)]. If these mechanisms are effective,
and if stock price performance reflects information on managers’ efficiency,
there will be a negative relation between the probability of a top management
change and share performance.

Results using logii analysis are strongly consistent with the hypothesized
relation. However, unless performance is extreimely good or bad, the logit
models have no predictive ability. Top management changes following poor
share performance can take a variety of forms. These include, for example, the
replacement of current managers or the addition of new managers from inside
or outside the firm. The result: for CEQO changes extend those reported
elsewhere [Coughlan and Schmidt {1985) and Weisbach (1988)].

Evidence on the specific functional form of the management change/share
performiance relation is also examined. Share performance relative to market
performance is a better predictor of mavagement changes than is the firm's
stock return. These resuits suggest that management is not heid accountable
for some factors outside its control. However, examination of the timing of
management changes indicates that any response to poor performyarce is not
immediate and can take up to iwo years.

The event study results indicate that individual securities have a very small
stock price reaction at announcemeni of a top management change. ™Me
average effect is zero. For reasons discussed Iater, it is difficuit to tes’
hypotheses about management changes in the context of an announcement
effect study. Results among seven such studies are contradictory.! No attempt
is made to resolve differences among these studies. However, the contrast
between this paper’s strong prediction and weak announcement effect results
provides an example of iow hypotheses that focus on the prediction of an
event can yield insights not available from a study of announcement effects.
Further, absence of strong evidence that stock prices decrease on announce-
ment indicates the logit results are not simply due to the market’s anticipation
of an unfavorable event (i.e., a management change).

Section 2 discusses the structure of the firm’s top management team and the
relation between stock price performance and management changes. Data
used to test hypotheses are described in section 3. Section 4 describes the
prediction methodology and results. Section 5 outlines the event study meth-
odology and reports results. Section 6 summarizes the study, presents conclu-

' 'For their overall sample, three of the seven studies find statistically significant positive
dbnormal performance [see Bonnier and Bruner (1986), Furtado and Rozeff (1987), and Weisbach
(1988)), three find no significant abnormal performance [see Borstadt (1985), Klein, Kim, and

Mahajan (1985), and Reingarum (1985)], and one finds significant negative abnormal performance
[see Furtado (1926)].
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sions, and suggests possible extensions. An appendix contains details of the
event study tests.

2. Stock performance and top management changes

This section discusses the structure of top management, signals about
management performance associated with stock price changes, and different
types of management changes.

2.1. The firm's top management

Top management is defined here as the set of individuals holding the title of
CEQ, president, or chairman of the board. For lisied firms, top management
most often consists of two individuals.? In such a case, one is chairman, the
other is president, and one of these individuals usually holds the title CEO.

Recognizing that top management is not restricted to one individual raises
the possibility that competition between top managers is an important force
affecting management turnover. For example, thers are cases in which the
chairman/CEQ tries to oust the president, and vice versa.> Thus, while other
empirical work on turnover emphasizes the role of the board of directors [see
Coughlan and Schmidt (1985) and Weisbach (1988)], the board is not the only
force disciplining top managers. Monitoring by other parties, such as large
blockholders [Shleifer and Vishny (1986)], can also result in management
changes.* Since blockholders can be directors or serve as iop managers, the
forces of managerial competition, board monitoring, and block ownership
seem interrelatcd.® Limited evidence on the role of these factors in observed
management changes is discussed later.

?For this paper’s sample of randomly seiected New York and American Stock Exchange-listed
firms, 65.7% bad two team members in 1978 and 34.3% had cue. Prior to 1967, the majority of
sample firms had only one individual as a top mar.ager. Additional evidence of an increase in top
management team size over time is presented in Vancil (1987, app. A, exhibits 1.1-1.3).

’In Chock Full O'Nuts Corp., the chairman,/CEQ was responsibie for the custer of the
president (Wall Street Journal, November 12, 1969). In the case of American Metal Climax, the
president won out in a three-year power struggle with the chairman and CEQ, and the chairman
resigned his position. The outcome cannot be attributed solely to competition between managers
because nonmanager blockholders who had board seats also played a key role by supporting the
president (Wall Sireet Journal, May 5, 1967).

‘An example could be Lehish Vallcy Industries. The president/CEQ resigned after a policy
dispute with the largest shareholder, who was chairman (Wall Street Journal, February 12, 1969).

*The relation between blockholding and board directorship is recognized by Shleifer and
Vishny (1986, p. 474, fn. 19).
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2.2. Information associated with stock returns

Although top managers’ contribution to firm value is not directly observ-
able, stock returns are a potential source of information. In an efficient
market, however, stock return is a noisy measure of management performance.
The return reflects only the unexpected component of top management
performance and is influenced by a variety of exogenous factors.

Given the noise in stock returns, alternative sources of information, such as
earnings reports, could provide measures more closely associatcd with man-
agemeni performance. Some measures could incorporate information not
reflected in stock returns. For example, the board, the top managers, and
lower-level managers can obtain inside information from working closely with
each other. Thus, any relation between stock returns and subsequent turnover
understates the responsiveness of these parties to poor manager performance.

This paper’s major testable proposition is that the probability of a top
management change is inversely related to stock price performance. The
proposition is a joint test of the hypotheses that information about manage-
ment performance is reflected in stock returns and that such information is
used in evaluating performance. That stock returns be used in evaluating
performance is not a necessary condition for this proposition; it is sufficient
that the performance measures used are correlated with stock returns.

To examine the extent to which management is held accountable for stock
returns, the role of market and industry factors is explored. For example,
suppose performance relative to the market is taken into account. Then for a
given level of own stock return, better market performance indicates poorer
relative performance and should be associated with a higher probability of a
management change. Taking into acccunt market and industry factors could
be one way the responsiveness tc a given stock return differs across firms.®
However, 2 complete analysis of the cross-sectional determinants of firms’
responsiveness to stock performance is beyond the scope of this study.

2.3. Management changes following poor stock performance

Management changes occur for different reasons, and differ in their a priori
relation with prior share performance. Some could follow good performance,
and others could have no relation io prior performance. In either case,
inclusion of such changes biases tests against finding an inverse relation
between share perfoimance and top management changes. To address this
potential problem, several types of management changes are studied using
information on the details of observed management changes.

"‘.‘!ei_sbach (1988) extends this analysis and presents evidence that board comiposition is a
determinant of cross-section~i differences in response to poor pezformance,
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Furced departures. Termination of top manager’s employment is more likely
to be a response to poor management performance than are management
changes in general. Few management changes are described as terminations in
press announcements. As discussed later, however, it is possible to identify
those cases in which the management change involves a top manager’s leaving
the firm, and in which he is most likely to have been forced out as a
consequence of poor performance.

Changes involving outsiders. Replacement of a team member or an addition
to the management team can be made either by promoting a current lower-level
manager or by hiring from outside the firm. Hiring an outsider involves
potential costs not borne by the firm with an insider. For example, the outside
appointment can adversely affect insiders’ incentives. If insiders revise down-
ward their probability of achieving a top management position, their motiva-
tion to perforra is reduced [Lazear and Rosen (1981)). In addition, to function
effectively the outsider will have to acquire firm-specific human capital. Given
the hypothesized costs, an outsider appointment must involve substantial
benefits. These benefits are likely to be greater in situations where manage-
ment performance is poor. A caveat is that some outsider appointments occur
as part of a firm expansion into new areas in which the firm has no specific
human capital.” If such firm expansion occurs after the firm has done
relatively well, the predicted inverse relation between share performance and
cutsider appointments is reduced.

CEO changes. Previous work o turnover and performance focuses solely on
CEO changes. This paper’s definition of a top management change mcludes
many changes that are probably tied to performance but do not involve a
CEO. CEO changes are probably also linked to performance and are examined
here. In addition, it is useful to distinguish important from unimportant CEO
changes. For example, Vancil (1987) argues that many CEQ changes are part
of the normal succession process; it is common for the chairman and CEO to
pass the CEO title to the president.® This kind of CEO change is not included
as a management change in this paper because it does not involve a change in
the group of individuals comprising top management. Title changes alone are
less likely to be reiated to poor performance. and excluding them should

"For example, Allied Chemical brought in a new president who had headed a large drug
company. The move was ‘viewed as an attempt to strengthen Allied’s move into consumer

markets’ (Wall Street Journal, December 27, 1968). This change enters the paper’s saniple, and
detailed information 1s given in Vancil (1987, ch. 5, pp. 158-162).

%3¢ Vancii (1987, ch. 1, pp. 13-31).
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enhance the ability tc detect a relation between stock price performance and
subssquent management changes.’

2.4. An event study perspective

The major questions in this paper are best addressed by examining the
association between stock performance and subsequent management changes.
Additional information can be obtained using standard event study proce-
dures to examine stock price reaction around announcement of top manage-
ment changes.

Stock price reaction at announcement. Stock price reaction at announcement
of a management cl:ange can indicate whether the capital market considers the
event significant. However, predictions about the sign of the abnormal stock
price effect at announcement are not precise even if the change is a response to
poor performance, in shareholders’ interests, and unanticipated. One reason is
that announcement of a change can convey other information,1?

For example, suppose the extent of management’s poor performance was
not previously known to the market. Then abnormal stock return at announce-
ment is the sum of two components. One is an information component that is
negative ii the change signals worse management performance than antic-
ipated. The second is a real component that is positive if the change is in
shareholders’ interest. A positive net effect is expected only if the real
component is larger in absolute value than the information component.!?

Although each component is unobservable, it is possible to examine whether,
on average, the sum of firm’s information and real components is equal to
zero. This is equivalent to testing for shifts in the mean of the cross-sectional
distribution of abnormal returns. These tests can fail to detect a mean stock
price response to announcement if some fisias have a positive response and
others a negative response such that the average response is zero. To address

this possibility, tests for shifts in the variance of excess returns are also
employed, and indicate whether a stock price effect exists, regardless of its

sign. Such tests are widely used in the accounting literature [e.g., Beaver
(1968)].

®However, even for title changes, there could be some relation if the timing of the change is
discretionary, and a planned change is implemented sooner if performance is poor.

1%Although a similar problem arises in other types of ansouncemeni effect studies, it is very
unclear in this case how to control for, or study, these effects.

"Bonnier and Bruner (1986) address this issue by sampling management changes where the
firm bas prier poor dividend and earnings performance. This should reduce any negative
information component and increase the probability that the observed abnormal return measures
the real componen:. Of the seven event studies of management change announcements, Bonnier
and Bruner report the largest positive abnormal return on announcement. This is consistent with
management change announcements having a positive real, but negative information effect,
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Preannouncement performance. 1f poor performance leads to a management
change, negative stock performance should be present before this event for a
sample of observed changes. Examination of pre-event abnormal performance
thus provides a useful check on the prediction results.

However, examining pre-event stock price behavior for a sample of observed
management changes does not address some important issues directly. One is
precisely how the probability of a management change depends on ihe level of
stock price performance, and the relevant measure of performance. A related
issue is whether stock price performance is a good predictor of a management
change. In contrast, prediction procedures used in this paper examine these
issues explicitly, with potential gains from exploiting information on firms that
do not experience 2 management change.

3. Data

3.1. Sample firms

The sample consists of 269 firms listed on the New York and American
Stock Exchanges (NYSE and AMEX) on July 2, 1962. Every sixth firm from
alphabetical lists of exchange-listed firms is included.!?

3.2, Identifying top managermient changes

The names of each firm’s CEO, president, and chairmian are recorded from
Poor’s Register of Corporations, Directors and Executives (henceforth Poor’s).
This procedure is repeated for each edition of Poor’s from 1962 through 1980.
Changes are identified by comparing management team composition across
years.!? ‘fop managemeii changes involving only a reassignment of titles are
excluded.

Additional information about changes is obtained by searching the Wall
Street Journal (WSJ) Index for the years 1962 through 1973. If a top
management team change involves two or more individuals, it is treated as one
change unless the #SJ indicates separate changes occurred at different dates.

There are 549 changes identified from Poor’s. Of these changes, 333 are
reported in the WSJ. An additional 18 changes not observed in Pgor’s are

reported in WSJ, yielding a total of 351 WSJ changes.™ This paper’s results on

12The first firm is chosem randomly. Initially 272 listings arc selected. Three of these are
investment trusts rather than operating firms and are dropped from the sample.

131f a fiem ceascs to be reported in Poor’s or to be exchange-listed, subsequent changes do not
enter the sample.

*For changes reported in the Wall Street Journal, mean firm size is twice that of changes
reported only in Poor's. However, the median firm size is similar.
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Table 1

Number of iop management changes by year,® time period: 1963-1978, sample of 269 randomly

P selected NYSE and AMEX firms.

m}:ﬂﬁgs Number of changes Changes per firm

at beginning All wsJ All WwSsJ
Year of year changes changes changes changes
1963 269 53 29 0.197 0.108
1964 258 26 24 0.101 0.093
1965 241 66 33 0274 0137
1966 231 Ky, pA | 0.160 0.091
1967 21 48 26 0.217 0118
1968 211 28 14 0.133 0.066
1969 194 44 27 0.227 ¢.139
1970 185 36 30 0.195 0.162
1971 181 40 28 0.221 0.155
1972 14 36 23 0.207 0.132
1973 166 30 13 0.181 0.078
1924 161 26 17 0.1561 0.106
1975 153 3 18 0.203 0118
1976 148 23 16 0.155 0.108
1977 145 24 14 0.166 0.097
1978 143 19 18 0.133 0126

Total Average
567 351 G.183 0.115

*A top management change is defined as any change in the set of individuals holding the titles
CEO, president, or chairman of the board.

the relation between stock price performance and management changes do not
depend on which source is used to identify a change. Although the frequency
of changes from each source is reported in this section, results ir the rest of
the paper are based on changes reported in the #5J7.1°

Time series of changes. Table 1 shows the number of sample firms in
existence at the beginning of each year and the number of changes in each
year, for the 1963-1978 period. During this period, 91 of the 269 sample firms
were delisted because of merger or because their shares were exchanged, and
41 were delisted because of liquidation or for other reasons. Because firms are
dropped froin the sample when they are delisted, table 1 siiows more changes
in earlier years than in later years. However, the ratio of the number of iop
management changes to i*= number of firms remaining in the sample is
relatively stable across years at 0.183 for all changes and 0.115 per year for
WSJ changes.

"3For the logit procedures, similar fesuits are obtained for the 218 changss reported in Poor’s
but not in the Wall Street Journal. Event study results for this sample cannot be examined because
there is no Wall Street Journal article, and hcace no precise day or month of announcement.
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Table 2

Frequency distribution of number of top management changes,® time period: 1963-1978, sample
of 269 randomly selected NYSE and AMEX firms.

D ST ———

Number of Number oi
surviving nonsurviving
Number of changes Number of sample firms sample firms
over sample period sample firms asof 1/1/79 asof 1/1/79
Panel A: All top management changes (N = 567)
0 61 9 52
1 59 20 39
2 54 36 18
3 36 23 13
4 28 22 6
5 18 16 2
6 6 5 1
7 4 3 1
8 2 2 0
9 0 0 0
10 1 1 0
Totals 269 137 132
Panel B: Top management changes reported in the Wall Sireet Journal (N = 351)
0 107 24 83
1 68 40 28
2 46 37 9
3 23 13 10
4 11 10 1
5 8 7 1
6 4 4 0
7 2 2 C
Totals 289 137 132

°A top raanagement change is defined as any change in the sst of individuels holding the titles
CEDO, president, or chairman of the board.

Table 2 reports the number of changes per firm (panel A) and the number of
WSJ changes per firm (panel B). Of the 137 firms surviving the entire sample
peried, 9 (7%) have no top management changes and 20 (15%) have only
one change. The corresponding numbeis fvi #'5J changes are 24 (18%) and
40 (29%).

3.3. Identifying forced depariures

Whether a change involves a CEO, an outsider, or a top manager leaving
the firin is readily determined from the Y/SJ article and Poor’s. However,
identification of forced departures is difficuit because press releases rarely
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Table 3

Stated reasons for a manager leaving top masagement?® as reported in the Wall Street Journal,?
time period: 1963-1978, sample of 269 randomly selected NYSE and AMEX firms.

Retirement 2
Assume other position in firm 57
No reason 35
Control change 13
Death 19
Poor performance 10
Other interests 7
Take other position 6
Health 5
Policy difierence 5
Fired 1
Total 230

“Top managemen: is defined as the set of individuals holding the titles CEO, president, or
chairman of the board.

YAs many as two reasons per reported change are recorded. The 230 reasons reported represent
220 top management changes.

describe them as such. To isolate changes most likely to have been forced
departures, details of the WSJ articles are examined. As discussed below,
changes are included in the forced departure sample if they involve a top
managers’ leaving the firm and the reason in the WSJ article appears con-
sistent with a forced departure.

Table 3 gives the distribution of reasons reported in the WSJ for managers’
leaving the top management team. Of the 351 changes in the sample, 220
involve at least one top manager’s leaving the team. These 220 changes involve
230 departees.

The most commonly reported reason is retirement. This term could be a
euphemism for a forced departure. This possibility is investigated by using
birthdates reported in Poor’s to calculate the ages of managers leaving the
team. Poor’s yields 59 birthdates for individuals described in the WSJ as
retiring and 103 birthdates for departees not described as retiring. The ages of
individuals described as reiiring are symmetrically distributed around the age
commonly used in retirement policies (65); the modal and median ages are
both 65 and the mean age is 65.6. Further, age is relatively tightly distributed
around 65. These numbers suggest a substantial proportion of reported
retirements are in fact retirements. This impression is reinforced when the
retiree’s age disiribution is compared with the age distribution of departees
who are not described as retiring. Departees not described as retiring are
generally younger. Their mean age is 59.5. Their median and modal ages are
59 and 53, respectively. The t-statistic for the difference in mean ages of
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retirees and other departees is 4.3. Given this evidence, reported retirements
are excluded from the forced departure sample.

The second most commonly reported reason for an individual's leaving the
top management team is that the manager is taking another position in the
firm. Since most of these changes involve a part-time position and are similar
to retirements, they are excluded from the forced departure sample.’ Simi-
larly, the 13 cases in which a top management change occurs at the same time
as a transfer of a block of common shares (a control change) are excluded
from the forced departure sample. These changes probably involve external
disciplining of the board and top management. Fiazlly, ill health and death
are unlikely to be internal mechanisms for removing nonperforming managers.
Changes ir .!«ing those reasons are exciuded from the forced departure
sample.

Exclusion of changes that have death, health, retirement, assumption of
another posi:ion within the firm or a control change as the reported reason
results in a2 sample of 64 tor moerccement changes classified as forced
departures. lach change involves one individual. Reported reasons for these
changes include poor performance (10),) pursue other interests (7), take a
position outside the firm (6), policy reasons (5), and fired (1). For 35 depar-
tures no i2ason 15 reported and these are also clascified as forced departures.

Details of forced departures. To provide additional evider:ce on the underlying
reason for a management change, each WS/ article for the forced departure
subsample is studied. Details of the process leading to the departure are
typically sparse, but are consistent with the change resulting from internal
monitoring by blockholders, managers and/or the board. In 15 of the 64
departures a blockholder is identified in the WSJ.1® In six of these the
blockhotder plays an active role in the change.!® The active blockholder is
another corporation in three cases and the chairman in two cases. In the sixth
case two blockholders successfully back one top manager in a power struggle
against another. In another two departures, the article suggests the change was

161n a few cases the change is an apparent demotion (e.g., from CEO to division head).

7In all ten cases poor earnings are mentioned in the report. In two cases (Argus, 8,/29/69, and
Chock Full O'Nuts, 2,78 /65) statements by the firm hold the departing manager responsible.

181 two cases the blockholder is identified from previous management change articles.

19Blockholders are defined as playing an active role when: (i) the management change is
described as evidence the blockholder is becoming more involved in managing the company; (i)
the blockholder is described as having a coiilrontation or policy difference with, or being unhappy
with, the departee; or (iii) the blockhoider is described as supporting another top manager in a
power struggle with the departee. The board as a whole is regarded as being involved when the
board in general is described as deciding 8 new manager is required.
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Table 4

Proportion of top management changes with selected characteristics,” time period: 1963-1978,
sample of 269 randomly selected NYSE and AMEX firms.

Proportion of top
Characteristic management changes
Panel A: All top management changes (N = 567)
Outsider brought in” 0.19
CEO replaced® 0.29
A top manager departs 0.64
Outsider brought in & CEO replaced 0.08
Outsider brought in & a top manager departs 012
CEOQ replaced & a top manager departs 0.21
Parel B: Top management changes reported in the Wall Street Journal (N = 331)
Outsider brought in® 019
CEO replaced® 0.36
A top manager departs 0.59
Outsider brought in & CEO replaced 011
Ouatsider brought in & a top manager departs 012
CEO replaced & a top manager departs 024

® A top management change is defined as any change in the set of individuals holding the titles
CEO president, or chairman of the board.

Anoulsudcrlsdeﬁngdasanmlyappomtedmcmbcrofthetopmanagemcntteamwhose
prevnousemploymemboutmdctheﬁrm.

“CEO replacement is defined as a top management change in which a new CEO is appointed or
the CEO title is created for a new top manager.

initiated by the board as a whole. In one of these, ii¢ board chairman is a
major blockholder.

3.4. Summary statistics for subsamples

Table 4 shows the relative frequency of CEO replacements, outsider changes,
and managers leaving the finm for the full sample of 567 changes (panel A)
and for the sample of 351 WSJ changes (panel B). Differences between the
samples seem small. The relative frequency of outside appointments and
managers leaving the firm is similar in the Poor’s and WSJ subsamples and
the relative frequency of CEQ replacements is only slightly greaier in the WSJ
sample. Outside appointments have a relative frequency of 0.19 in both
samples and managers leaving the firm have a relative frequency of 0.64 for
the full samplc and 0.59 for the WSJ sample. The relative frequency of CEO
replacements is 0.29 in the full sample and 0.36 for the WS/ sample. The
relative frequency of changes involving both a CEO change and a manager’

leaving the firm is also slightly greater for the W5J sample (0.24) than for the
full sample (0.21).
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4. Predicting top management changes

The relation between the probability of a iop management change and
various measutes of stock performance is estimated using logit regressions.
The dependent variable is one if a top management change occurs during the
period in question and zero otherwise. Independent variables are measures of
stock price performance.

The magpitude and duration of share performance reqaired to affect the
probability of a management change are not apparent a priori. Thus, perfor-
mance is measured over various periods. Depending on the specific model, a
period is defined as one quarter, a half-year, one year, two years, or three
years. The independant variables are own stock return, lags of own stock
return, markei return, and lags of market return. For contemporaneous and
iagged own stock return, the expected coefficient sign is nepative. It is
hypothesized that poorer performance is associaied with an increased prob-
ability of a management change. For contemporaneous and lagged market
return, the expected coefficient sign is positive. For a given level of own stock
return, better market performance indicates poorer relative performance and
should be associated with a higher probability of a management change. To
save space, only those results based on half-year and one-year periods are
presented.

4.1. Baseline results

Table 5 presents logit regression results using annual data under four
definitions of a management change.”® These are 1) all WSJ changes, 2) CEO
changes, 3) outsider changes, and 4) changes classified as forced departures.?!
The independent variables are own stock return, three lags of own stock
return, market return as measured by the return to the Center for Research in
Security Prices (CRSP) equally-weighted market index, and thres lags of
market return. As discussed below, baseline results indicate there is a response
tc share performance in the predicted direction. However, the lag between
performance and a management change can be up to two years.

The logit model produces significant results for all types of change except
outsider changes.2? As predicted, for all types of changes the sign of the
coefficient on own return variables is negative. The coefficient on the curreni

20'The underiying data are pooied cross-section and time-series data. A single firm providss as
many regression observations as periods it survives betwesn 1963 and 1978. For example, a firm
surviving from 1963 through the end of 1970 accounts for eight observations in models based on
annual performance and 16 observations in models based on six-month performance.

2L Changes due to death or ill-health and control changes are excluded from all four categories.

RFor all WSJ changes the model p-value is 0.07; it is 0.01 for CEO changes and forced
departures. For outsider changes the model p-value is 0.50.



474 J. Warner et al,, Stock prices and management changes

Table §

Estimated logit models for selected types of top management changes based on annual measures
of firm performance,® 351 top management changes reported in the Wall Street Journal, time
pericd: 1963-1978, 2160 observations.

Coeflicient estimates
( p-values)
All Ws8J CEO Outsider Forced
Tndependent Expected changes changes® changesd departures®
variables® _ sign (N=2147) (N=87) (N=4)) (N=43)
Intercept —2.048 -3.22¢ -4,018 —-4.228
(0.00) (0.00) (0.00) {0.00)
Return - —0.428 -117 -0.88 —-1.37¢
(0.02) {0.00) 0.07 {0.01)
Lag onc - -0.368 -0.28 -041 —064
(0.05) (0.39) (0.34) (0.19)
Lag two - -0.09 —0.49' -0.50 -0.30
(0.50) (0.08) 022) {0.36)
Lag three - -009 -016 -007 0.00
{0.52) (0.48) (0.81) (0.99)
Market return + 0.57" 1.23° . 119 1.848
0.08) (0.02) 0.1%) (©01)
Lag one + -0 -0.25 0.15 =053
(0.91) (0.65) {0.84) (0.59)
Lag two + 0.21 (.56 0.56 1.80%
(0.51) (0.30) (0.45) (0.01)
Lag three + 0.14 0.32 0.26 0.04
(0.68) {0.54) {0.73) (0.96)
Significance of model, p-vaive 0.0681 0.0119 (.4951 0.0141

°A top management change is defined as any change in the set of individuals holding the titles
CEO, president, or chairman of the board.

®Returns %o the firm’s stock are measured over one calendar year. Market returns are measured
over one calendar year and are returns to the CRSP equally-weighted market index.

‘A CEO change is defined as a top management change in which a new CEO is appointed or the

Cl::io position is created for a new top manager.

An outsider change is defined as a top management change in which a newly appointed
member of the top management team was noi previously an employee of the firm_

A force departure is defined as a tcp manager leaving the firm with no reason reported for the
departure or the reported reason is poor performance, other interests, take a position with another
ﬁ"rn' policy difference, or firing.

Significant at 0.10 level.

BSignificant at 0.05 levcl.
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year's own return is statistically significant for a¥l categories. For all WS/
changes, lag one return is also significant. When 2 market return variable is
significant, the coefficient is positive, as predicted. Current-year market return
has a significant positive coefficient for all categories except outsider changes.
However, the only significant lagged market return variable is the lag two
market return for forced departures.

From table 5, the impact of stock price performance on the probability of a
management change is larger for CEO changes, outsider changes, and forced
departures than for WSJ changes. The coefficient on the current year’s own
return is — 1.37 for forced departures, —1.17 for CEO changes, and —0.88 for
outsider changes, but only —0.42 for all WSJ changes. For the current year's
market return the estimated coefficient is 1.84 for forced departures, 1.23 for
CEQ changes, and 1.19 for outsider changes, but only 0.57 for all ¥SJ
changes. The estimated coeflicients reported for each type of change are
significantly different at the 0.01 level from the =siimaied coefficient for all
WSJ changes. Differences in the magritude cf estimated cocfficients between
all WSJ changes and forced departures indicate that the forced departure
subsample exhibits a stronger relation between share performance and man-
agement changes than other types of changes.?

Table 6 presents results based on half-year periods of performance. The
qualitative conclusions are similar to those using annuai data, although the
models do not work as well.2* Coefficient estimates are generally negative for
own return variabies and positive for market return variables, though not as
consistently so as in annual models. For forced departures, current own
return, lag one and lag two returns are significant. For all WSJ changes lag one
and lag two returns are significant. For outsider changes only lag two return is
significant. For 77O changes none of the half-year measures of performance
are sig ‘ficc .ot Market return measeres are not significani in any of the
models. Kesults are consistent with share performance affectiiig the probabil-
ity of a management change within iwo years of, but ot concurrent with, the
perfcrmance.

4.2. Examining the goodness of fir of the logit model

S o~ "

Underlying the coefficient estimates in tables 5 and 6 is the assumption that
the probability of a management is well described by the logistic function. To
explore further the appropriateness of the logit model, for each year from 1963
through 1978 each firm is assigned to a decile based on that year’s ranked own

23When the logit model is re-estin:ated excluding the 11 firms for which poor performance cr
firing is the reported reason for the departure, the results for each sample are similar to thosc
reported in table 5.

34 Model p-values are 0.13 for all WSJ changes, and 0.28, 0.76, 0.02 for CEQ changes, outsider
changes, and forced departures, respectively.
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Table 6

Estimated logit models for sclected types of top management changes based cn six-month firm
performance,® 351 top mainagement changes reported in the Wall Street Journal, time period:

1963-1978, 5074 observations.

Coefficient estimates
( p-values)

: All wsJ CEO Quisider Forced
Independent Expected changes changes® changes? departuses®
variables” sign (N=294) (N=109) (N=157) (N=57)
Intercept =21 -3.838 —-4.508 —4.528

(0.00) (0.00) {0.00) (0.00)

Return - -0.20 -0.53 0.14 ~1.02f
{0.36) .17 (0.71) {0.09)

Lag one - —0.49¢ -041 —-3.08 —1.28%
(0.09) (0.26) (0.85) 0.03)

Lag two - -0.588 -031 -1.04 —-1.308
0.02) 043) (0.08) (0.04)

Lag three - -011 -015 -0.28 -0.25
(0.59) (0.65) 043 (0.60)

Market return + 022 0.57 028 0.53
(0.56) 0.36) ©n) 0.55)

Lag one + 0.39 0.80 -0.29 0.88
©0.32) 018} 0.79) (0.32)

Lag tao + 032 -0 0.61 0.02
(0.43) (0.30) 0.49) (0.98)

Lag three + 0.09 045 -022 -0.83
(0.81) (0.45) (0.79) 0.31)
ificance of model, p-value 01255 02834 0.7571 0.0212

“A top management change is defined as any change in the set of individuals holding the titles
CEO, president, or chairman of the board.
®Returns to the Grm’s stock are measured over six calendar months. Market returns are
measured over six calendsr months and are returns to the CRSP equally-weighted market index.
‘A CEO change is defined as a top management change in which a new CEOQ is appointed or the

CEOQ position is created for a new top manager.

%An outsider change is defined as a top management change in which a newly appointed
member of the top management team was not previously an employee of the firm.

‘A forced departure is defined as a top manager leaving the firm with no reason reported for the
departure or the reported reason is poor performance, other interests, take a position with another

firm, policy difference, or firing.

'Significant at 0.10 level,
%Significant at .05 level.
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stock return, Within a decile, the implied probabiliiy of a management change
is calculated for each observation from logit model coefficients in table 5.
Implied probabilities are averaged within each decile. The mean probability
for each decile is compared to the actual turnover rate; a x>-test is used to test
for a difference in the actual number of changes across deciles of performance.
In addition, for individual observations a significant positive correlation is
expected between predicted probabilities and the realized value of the depen-
dent variable.

From table 7, it appears that only extreme levels of stock price performance
affect the likelihood of a top management change. Panei A reports results for
all WSJ changes when performance is measured on an annual basis. Mean
‘annual own stock return ranges from —0.516 in the first decile ic 1.270 in the
tenth decile. The mean predicted probabilities decline monotonically from
0.128 for the group of worsi performers to 0.086 for the best performers. Firms
in the worst decile of performers are predicted to be about 1.5 times as likely
to have a top management change as firms in the best decile of performers.

Consistent with predictions of the fitted logit model, the first and last deciles
have the highest and lowest actual turnover rates of 0.13¢ and 0.083, respec-
tively, and the difference is statistically significant (x* = 3.0, significant at the
0.10 level). The rank order correlation coefficient between predicted probabili-
ties and the dependent variable is 0.088 ( p-value = 0.10). This positive associa-
tion indicates that in an overall sense the model works well; the predicted
probability is higher when the dependent variable is one and lower when it is
zero.?

However, across deciles actuai turnover rates are not monotonically decreas-
ing. For example, deciles four and five have higher turnover rates than two
and three, even though their own return performance is better. The hypothesis
that the wrnover frequency is equal across all ten deciles cannot be rejected.
The lack of monotonicity is inconsistent with the logit predictions. Even if the
true relation is monotonic, however, such a finding could be the result of
measurement error. The actual frequency of changes within a decile is only an
estimate of the expected frequency conditional on a given level of perfor-
mance. If the variance of the estimate for each decile is large in relation to the
across-decile variation in the true conditional expscted frequency, some ap-
parent departures from monotonicity will be observed.

Data for the forced departure sample are presented in panel B of table 7.%°
Again, the average nredicted probability decreases monotonically, froni 0.031

25Within-decile ranit order correlations are also examined. For deciles one, four, and seven the
correlation is positive and significant at the 0.05 level. For all other deciles the correlation is
positive but insignificant, with the exception of decile ten, where the correlation is slightly negative
(—0.005, p-value = 0.90).

26 Decile-based results for CEO changes apd nus:ider changes are similar to resulis for all #¥8J
changes.
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Table 7

Implied probability of a top management change® by decile of annual stock return,® time period:
19631978, sample of 269 randomly selected CRSP firms.

Mean annual Mean predicted Actual Actual number
Decile stock return turnover rate turnover rate of changes

Panel A: Probability of a top management change

1 -0.516 0.128 0.139 30
2 -0.319 0.124 0.111 24
3 -0.197 0.120 0.116 25
4 -0.094 0.119 0.139 30
5 -0.005 0.116 0.134 29
6 0.086 0.117 0.092 20
7 0.203 0.116 0.130 28
8 0.341 0.112 0.083 18
9 0.548 0.104 0.116 25
10 1.270 0.086 0.083 18
x -statistic
H, (1 through 10):¢ 80
H, (1;10):¢ 3.0f
Rank order correlation between predicted probability and realized values of dependent variable
for overall model: 0.0388
Panel B: Probability of a forced departure®
it -0.516 0.031 0.060 13
2 —-0.319 0.026 0.014 3
3 -0.197 0.024 0.018 4
4 -0.094 0.023 0.018 4
5 -0.005 0.021 0009 2
6 0.086 ' 0.020 0.00% 2
7 0.203 0.019 0.023 5
8 0.341 0.016 0.009 2
9 0.548 0.013 0.023 5
10 1.270 0.007 0.014 3
H, (1 through 10):¢ 2235
H, (1;10):¢ 6.3¢

Rank order correlation between predicted probability and realized values of dependent variable
for overall model: 0.0922

°A top management change is defined as any change in the set of individuals holding the titles
CEQ, president, or chairman of the board.

®Implied probabilities using logit model estimates presented in table 5.

:Ho (1 through 10): proportion of firms having changes is equal across the 10 portfolios.

H, (1;10): proportion of firtas having changes is equal for portiolios 1 and 10.

‘A forced departure is defined as a top manager leaving the firm with no reason reported for the
departure or the reported reason is poor performance, other interests, take a position with another
ﬁnfn, policy difference, or firing.

Null hypothesis is rejected at the 0.10 level,
£Null hypothesis is rejected at the 0.05 fevel.
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in decile one 10 0.007 in decile ten. A x*test shows that the difference in the
actual turnover rate between deciles one and ten is significant at the 0.05 level.
The rank order correlaticn of 0.092 ( p-value = 0.05) between predicted prob-
abilities and the dependent variable is consistent with the logit predictions.?’
However, the difference in actual turr ver across deciles is driven by decile
one. The turnover rate tisere is 0.060, almost three times that in any other
decile and twice the predicted probability under the logit specification. As in
panel A, unlcss performance is extreme, the model has no predictive ability.
Furthermore, a turnover rate of 0.06 for firms in the lowest decile of perfor-
mance indicates that even conditional on poor performance, the likelikood of
a forced departure is not high. Coupled with earlier results that the lag
between performance and a management change can be up to two years, the
evidence indicates that management turnover is not highly sensitive to poor
share performance.

4.3. Sensitivity analyses

Industry factors. In addition to own stock return and market return and their
lags, both industry return and lagged industry return, measured as the return
to all firms with the same two-digit SIC code, are included as independent
variables. As with the market return, the expected sign of industry return and
lagged industry return variables is positive. In logit regressions, industry return
variables are typically insignificant.”® Signs of own return, market return, and
their lags remain negative and positive, respectively, but their statistical
significance is reduced. Use of an industry index appears to add noise, rather
than explanatory power, to the model. Either industry performance is not
associated with measures used to evaluate managers, or two-digit S1C-code-
based measures 2re very noisy.

Alternative stock performance benchmarks. An alternative approach is to use
a standard share performance measure and its lags as independent variables in
logit regressions. Results using mean adjusied own return, market model
abnormal return, or a market and indusiry adjusted abnormi2' reiurn also
indicate a negative relation between the probability of a mazagement change
and performance. However, no alternative measure provides additional ex-
planatory power over results pizsented in tables 5 and 6.

Y The strength of the correlation varies widely across deciles. Deciles one and tiuce have the
strongest correlations, with values of 0.197 and 0.180 (both significant at the 0.05 level). In decile
eight, the correlation is negative (—0.121, p-vaiue =0.10}.

26The exception is lag one industry return in the CEO changes modei. It is significantly
negative, the opposite of the predicted sign.
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Alternative definitions of forced departures. In addition to the definition of
forced departures used in tables 5 through 7, an alternative definition of forced
departures is constructed based on the age of the manager leaving the firm. As
in tables 5 through 7, departures except those due to death, iil-health, or
control change are inclnded as forced departures. In addition, depariures in
which the departee is either 64 or 65 years old are excluded. Assuming the
closer the departee is to 65 years old the more likely the change is a routine
retirement, this definition could better identify changes due to poor perfor-
mance that are camouflaged in press reports. Removing changes in which the
departing manager is 64 or 65 does not significantly affect results. Using the
reported reasons for departure in the WSJ appears to be a more effective way
of isolating management changes associated with poor performance.

Unconditiona! turnover and firm size. Results presented in sections 4.1 and 4.2
do not address the issue of how turnover rates vary across firms independent
of the level of performance. To the extent that systematic differences in
unconditional turnover are not controlled for, noise is injected into the
analysis. Though a complete analysis is beyond the scope of this study, the
data provide an opportunity to examine one variable that could be important
in understanding differences in unconditional turnover rates across firms,
namely, firm size.

When the natural log of firm size?® is included in the logit analysis as an
explanatory variable, the coefficient is significantly positive for all WSJ
changes and forced departures. It appears that larger firms have higher
‘normal’ management turnover. Perhaps their promotion and retirement poli-
cies are designed to ensure shorter enures in top management positions.
Another potential explanation is simpiy that larger firms have larger manage-
ment teams. Wiik a larger team the probability of at least one change is
increased. However, a positive correlation between firm size and management
team size does not fully explain thess results.

To control for the size of the management team, the number of top
managers is also included as an independent variable.”® The coefficient on the
team size variable is significant and positive for all categories. The coefficient.
on firm size remains positive and statistically significant for all WSJ changes
and forced departures. For outsider changes the coefficient on firm size is
significantly negative, even after controlling for the size of the management

*Firm size is measured as the sum of the market value of equity and the book vatue of
long-term debt.

* Logit regressions for CEO changes control for differences in management team size because a
firm has oniy one CEO. Firm size has an insignificant coefficient in the CEO changes category.
Similar evidence is provided in Comment (1985, tables 23 and 24). He finds that firme with larger

numbers of officers and managers hiave nigher turnover in the top manageimeiri team, but not in
the CEO position.
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teamn. This is consistent with Furtado and Rozefl (1987), who raise the
possibility that large firms are less likely ©0 go outside the firm to recruit new
managers because they have access to a bigger internal market for managers, !

5. Event study results

5.1. Siatistical methods

Standard event study methodology is employed to analyze stock price
behavior around the announcement of a top management change. Market
model prediction errors are used to measure unusual stock price performance
for each firm. Both daily and monthly prediction errors are examined. Proce-
dures for assessing the statistical significance of the prediction errors are
outlined below. Details are provided in the appendix.

For various event periods, prediction errors are averaged across sample
firms. To assess the statistical significance of mean prediction errors, a
standardized test statistic is constructed. Each prediction error is standardized
by the square root of its estimated forecast variance. The mean of these
standardized prediction errors has a distribution that is 2pproximately unit
normal under the null hypothesis that the mear siandardized prediction error
is equal to zero.*

To test for unusual stock riice performance independent of sign, mean
standardized squared prediction errors are examined. The test statistic used to
assess the significance of the mean standardized squared prediction error has a
theoretical distribution that is approximately unit normal unde:r the null
hypothesis that the mean prediction error equals zero and there is no vaiiance
change at announcement. In the absence of unusual performance, the expected
value of the mean standardized squared prediction error is one.*

ML ogit models run separawly on firms smaller and larger than the median size indicate a
possible difference in their response to share performance. Results indicate own return, not market
return, is important in explaining the probability of a management change for small firms. Market
reiurn, not own return, is important in explaining the probability of a management change for
large firms. These results could merely indicate that a large firm's return is more highly correlated
with the market index than a small firm's retusn.

32Gee Daodd and Warner (1983, p. 437,

gimulation evidence raises the possibility that this test statistic misstates the significance level,
rejecting the null hypothesis ioo often [Dodd, Dopuch, Holthausen, and Leftwich (1984, p. 37)]
To address this potential problem, this paper reports rankings of mean standardized squared
prediction errors relative to their empirical sampliug distribution during a 90-day period surround-
ing announcement. To check whether results are driven by a few obsarvations, values of inedian
standardized squared prediction errors are also reported and ranked relative to their empirical
sampling distribution, This procedure understates the significance of announcement day results if
there is a generalized variance increase during this 90-day period.
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5.2. Results: Daily abnormal performance

Table 8 shows abnormal performance for 90 trading days around WSJ
announcements of iop management changes.>® Generally, there are no sub-
stantial skare price movements in response to announcement of a top manage-
ment change.

Results for all WSJ changes. For the sample of al! S changes, there is no
evidence of average abnormal performance before or at announcement. In the
period comprising days —1 and 0, the mean prediction error is 0.31% with a
z-statistic of 1.36. The cumulative mean prediction error from days —59
through 0 is 1.25% (z-statistic = 1.27).

Variance shift tests indicate a small security price reaction at the announce-
ment of a top management change. The mean standardized squared prediction
error for the —1 to 0 interval is 1.39, ranking fourth higkest among two day
periods over the —59 to 30 interval. The median standardized squared
prediction error is 0.62 and ranks second. Although these results are statisti-
cally significant, they seem economically unimpressive. For cxample, the mean
absoluts two-day prediction error increases only about 15% conditional on
announcement, from 2.37% to 2.73%. The increase in mean absolute prediction
error is only about an eighth of a point on a $50 stock.

There is some evidence of a postannouncement stock price drop. The mean
cumulative prediction error is —1.75% for days 5 through 30 (z= —2.69).
However, the price movements are not concentrated in the days immediately
following announcement; from days +1 through +4 there is no unusual stock
price movement. The lag between announcement and the appearance of
negative abnormal performance is surprising given the earlier finding of a
variance shift on announcement. There is a possibility that the negative
abnormal performance is unreiated to the announcement. As discussed later,
the evidence on postannouncement stock price drop is stronger when it is
examined in detail. Because the sample has no obvious ex post selection bias,
the possibility of a profitable trading rule (ignoring transactions costs) from
geing short at announcement cannot be dismissed.

Results for other types of changes. Examination of particular types of changes
yvields a picture of abnormal returns similar to that for all 57 changes, Table
8 shows results for CEO changes, outsider changes, and forced departures.
Only the outsider changes category has a significant mean response over days

3To eliminate any confounding effects, announcements of top management changes where
another anmouncement is made simultaneously (e.g., eamings or dividend announcements) ate
excluded from the eveut study analysis.
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—1 through 0. Here the response is small. The mean prediction error is 0.34%
(z = 2.02) and the median is 0.59%.%

in ail cases there is evidence of a variance shift at days —1 to 0. Negative
abnormal performance is detected following announcement, but is not con-
centrated in or confined io the days immediately following announcement. For
example, in the forced departure subsampie, the cumulative mean prediction
error for days 5 through 30 is —4.30% (z = —2.37). The one exception to the
generally similar behavior for subsamples is for forced departures, where there
is weak evidence of negative abnormal performance in the weeks preceding the
announcement of a top management change. For days — 59 through —6, the
cumulative mean prediction error is —1.08% (z = —0.63). This result hints at
the eariier prediction result that changes classified as forced departures are
more likely to have involved poor management performance and to have been
preceded by poor stock performance.

3.3. Results: Monthly abnormal returns

Evidezce on the pattern of pre- and postannouncement monthly stock
perivuiiance is picsented in table 9 and fig. 1. Consistent with the paper’s
main hypothesis and prediction results in secticn 4.1, top management changes
are preceded by negative abnormal performance. There is no evidence of a
market reaction directly linked to the announce ment of a management change.
Significant negative performance occurs in the month following announce-
ment.

Pre-event abnormal performance. For all WSJ changes, pre-event abnormal
performance occurs primarily in the year preceding the change. From table 9,
months —30 throngh —25 aud months —24 through —19 have estimated
abnormal performance of —1.44% (z=—0.70) and —1.68% {z= —0.19),
respectively; months —12 through —7 have significant negative abnormal
performance of —5.02% (z = ~2.85). For CEO changes, outsiders and forced
departures, the estimated levels of negative abnormal performance preceding a
change are higher than for all WSJ changes.* Cumulative mean prediction

3"’Although not reported in table 8 or 9, a number of additional attempts are made to partition
the sample to improve the power of the event studies. For example, subsamples representing
various intersections of the three categories are examined to isolate those events likely to be most
significant. Also, to control for good news or bad news about the firm’s prospects, the sample is
separated according to how the size of the management team changed. Finally, chauges where a
0p manager left the firm are grouped by reported reason for the departure. Except for outsider
changes (presented in table 8), various attempts all failed to find a differential impact at
announcemend.

*As discussed in section 2, some changes involving outsiders might not be due to inefficiency,
but could result from firm expansion. To expiore this issue, outsider changes involving increases in
the size of the management team are examine: separately. For the 25 ouisider changes involving
increases, the mean cumulative prediction error from months — 59 through 0 is 15.44% (z = 1.15).

Thus, for outsider changes invoiving an increase in management team size, poor performance did
sot precede the change,
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Table 9

Mean percent prediction errors and measures of variance change around the moath of a top
management change,® time period: 1963-1978. Month § is the calendar month of ihe Wall Street

Journal announcement.®
All WSsJ CEO Outsider Forced
changes replaced changes departures
(N =276) (N =91)° (N =d6)* (N=53)°
Event months Mean preciction error (%)
-36to ~31 005 1.18 -229 -349
-301t0 =25 -1.44 -549 ~-362 -~9.39f
—24to —19 -1.68 -223 -193 —5.64
-18t0 -13 071 138 1.02 -292
~12to — 7 -5028 ~ 667" -7.188 ~1467
-6 -0.06 -0.57 1.31 1.28
-5 -091 0.38 -115 -240¢
-4 -0.61 -038 -260 -1.87
-3 028 —-0.63 0.30 -0.90
-2 -0.52 -0.81 ~1.29 —287¢
-1 0.14 112 117 0.79
0 -025 -1.29 ¢31 -202
1 —1.25¢ -2.808 -228 -243
2 -0.54 ~0.67 0.66 -1.77
3 -0.51 -1.09 -0.84 -2.50
4 -0.05 -0.10 042 1.66
5 -0.16 -0.13 022 -1.88
6 -0.32 -0.62 -041 —1.65
7012 -003 -125 -541 —-0.67

*A top management change is defined as any change in the set of individuals holding the titles
CEQ, president, or chairman of the board.

®Excludes announcements of a top management change where another announcement is made
simultaneously (e.g., camings or dividends announcements). Of the 351 changes reported in the
WSJ, 72 have simultancous announcements.

‘A CEO change is defined as a top management change in which a new CEQ is appointed or the
CEQ position is created for a new top manager.

“An outsider change is defined as a top management change in which a newly appointed
member of the top management team was not previously an: employee of the firm.

A forced departure is defined as a top manager leaving the firm with no reason reported for the
departure or ¢he reported reason is poor performance, other interests, take a position with another
firm, policy difference, or firing.

ISignificant at 0.10 level.

€Significant at 0.05 level.

errors from months —12 through —7 are —6.67% (z= —1.86), —7.18%
(z=-212), and —14.67% (z = —3.52), respectively. For these subsamples,
there are indications of poor stock price performance as much as two to three
years prior to announcement of the change. This is especially true for forced
departures, where the cumulaiive mean prediction error from months —36
tlrough —13 is —21.44% (z = —2.12).

Abnormal performance at, and following, announcement. For all WSJ changes,
the mean prediction error at month 0 is —0.25% {z = —0.04). Consistent with
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Fig. 1. Monthly cumulative mean prediction error by type of top management change, time
period: 1963-1978.

the daily data results, thers is negative abnormal performance following the
announcement of a2 top management change. The mean prediction error at
month +1 is —1.25% (z = —2.07). This latter result is somewhat stronger for
CEO changes and forced departures. For month +1, the mean prediction
errors for these two subsamples are —2.80% (z= —2.65) and —243% (z=
—1.95). respectively. For the outsider subsample the mean prediction error is
—2.28%, but is not statistically siguificant (z = —1.51) for month +1.

Given the lag between announcement and the appearance of negative
abnormal returns in both daily and monthly results, it is hard to argue that
this postannouncement behavior is directly related to the announcement of the
change. Further, the significant negative postannouncement behavior does not
appear to be induced by the specific methodology used to estimate abnormal
performance. For example, the picture of negative abnormal performance is
similar when only postevent data, as opposed to pre- and postevent data, are
used to estimate market model parameters, or when median (rather than
mean) prediction errors are examined.’” Thus, a good explanation for the
apparent postannouncement share price fzall is lacking.

7 Furthermore, the apparent significance of the mean prediction errors in the month following
announceiment cannot be attributed to a va:iance increase [see Brown and Warner (1985, p. 22)).
Although not reported in table 9, examination of mean and median standardized squared
prediction errors indicates that no such increase occu red,
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6. Summary and conclusions

This paper examines the association between stock price performance and
top management changes for 269 NYSE and AMEX firms in the period
1963-1978. The major focus is the association between stock performance and
subsequent top management changes. In addition, stock price reaction at
management change announcements is examined. Major results are sum-
marized below.

6.1. Predicting top management chmiges

Results using logit indicate an inverse relation between the probability of a
top management change and stock performance. This relation is consistent
with the joint hypothesis that 1) information about management performance
is reflected in stock returns and 2) such information is used in evaluating
management performance. The relation between stock performance and
management changes applies to several types of top maragement changes and
is consistent with studies of CEQ changes [e.g., Coughlan and Schmidt (1985)
and Weisbach (1988)}. Further, while these studies emphasize the role of the
board of directors, ilie board is not the only force disciplining top managers.
Although reported details of management changes are often sparse, there is
evidence of several internal monitoring mechanisms at work. Thess include
monitoring by blockholders and competition among managers, as well as
discipline by the board.

The appropriate benchmark for measuring performance. Investigatioi of the
functional form of the share performance /management change reiaiion pro-
vides further evidence on internal monitoring. Adjustment for marke: factors
increases the expianatory power of the logit procedures. For example, for a
given level of own stock return, better market performance indicates poorer
relative performance and is associated with a higher probability of a top
management change. This suggests that management is not held responsible
for some factors outside its control. Although similar results do not apply
when industry factors are also included, one plausible explanation is that
industry factors based on two-digit SIC code are very noisy measures of
industry performance.

The strength of the underlying mechanisms. Although the results are consistent
with internal monitoring, they also raise questions about the strength of the
underlying monitoring mechanisms. Unless share performance is extreme, the
logit specification has no predictive ability. Even for firms in the lowest decile
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of share performance in a given year, the probability of a forced departure in
that year is oniy about 0.06. In addition, any response to share performance is
not immediate and share performance lagged up to two calendar years helps
predict current-calendar-year management changes.

6.2. Event study results: Mean and variance shift tests

Despite the results obtained with the prediction methodologies, standard
event study procedures produce little evidence of nonzero mean abnormal
returns at announcement of a top management change. This finding could
occur under several plausible scenarios, for example, if 2 management change
is in sharcholders’ interest but conveys bad news about the current manage-
ment team’s periormancs. Conirolling for such information effects is difficuli,
and several attempts to structure hypotheses and partition the sample to
provide more informative tests are inconclusive.

Cross-sectional and variance shift tests indicate that management change
announcsments are associated with small, but statistically significant, abnormal
stock price movement, positive in some cases and negative in others. Although
further investigation could help explzain the stock price reaction, its unimpres-
sive magnitude raises questions about the gains from such an endeavor.

6.3. Extension and generalizations

The probability of a top management change is not high, and much about
thic event is unexplained. One extension of this paper is to examine other
measures of firm peiformance, such as accounting earnings, and how they
influence turnover. This is useful in identifying the variables actually used in
evaluating management performance.

Another extension is to expand the set of firm characteristics used to predict
management changes. How the response to poor performance is influenced by
the board, by the presence of large blockholders, and by the structure of the
top manage.s:ent team is not well understood.

Finally, a general methodological issue is raised by the contrast between this
paper’s relatively informative results using logit procedures and somewhat
uninformative resu!ts using event study procedures. The issue is whether to
test economic hypotheses by trying to predict an event, or by studying the
stock price reaction at announcement of an event. In the accounting literature,
comparison of prediction and event study procedures indicates that the former
are relatively valuable [see Holthausen and Leftwich (1983, p. 109)]. The
extent to which this conclusion applies to corporate control events remains to
be determined, and further analysis of what determines the efficacy of the
alternative procedures is required.
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Appendix

This appendix describes in detail the measurement of abnormal perfor-
mance and statistical tests used in section 5. It dzaws heavily on work by Patell
{(i376), Doati~and Warner (1983), and Dodd, Dopuch, Holthausen, and
Leftwich (1984).

A.1. Measuring abnormali performance

Abnormal stock price performance is measured using the market model. In
the daily study, the estimation period for market model parameters is from
260 to 61 days prior to announcement. The event period is defined as 60 days
before through 30 days after announcement. In the monthly study, the
estimation period is from 60 to 37 months before and 13 to 48 months after
announcement. The event pericd is from 36 months before through 12 months
after announcement. A firm is dropped from the duily study if fewer than 30
days of data are available for estimation, and from the monthly study if less
than 12 months of data are availabie.

Abnormal stock return for firm i on day (or month) 7 in the event period is
calculated as the prediction error from the market model:

PEi,z =Ri,r_ (&i+ ﬁr‘Rm.r)’

where :
R,, =stock return of firm i at time

R, , =return to CRSP equally weighted index at time r, and
], ﬁ, = QLS estimates of market model paramaters.

A cross-sectional average prediction error over N firms for each event day
(month) ¢ is calculated:

Cumulative prediciion error over K days is simply the sum of the PE s over
the period in question:

r+ K
CPET,1'+K= Z PE:'

[4k
A.2. Standardized abnormal performance

To assess the statistical significancs of average prediciion errors during the
event period, standardized test statistics are consiructed. Each orec’.,
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is divided by the square root of its estimated forecast variance, forming a
standardized prediction error:

SPE‘-’,= PE, /Si..s

where
1/2

1 R_,-R )
N PN (R,..—R,)

L -
' Z (‘Rm,-r_‘Rm)2

T=]

Here s; is the estimated residual standard deviation from firm i’s market
model regression, R, is the average market return over the L, estimation
period days (months), and X, , i1s the rcturn to the market index av day
(month) z.

The standardized prediction error is distributed as a Student-t with (L, — 2)
degrees of freedom. Since L, is large, the distribution is approximately unit
normal in the absence of abnormal performance. A cumulative standardized
prediction error for tesiing hypotheses about K-day performance is formed as

1 7K
CSPE; (1 ,+xy= 4 E SPE, ,.

The cumulative standardized prediction error is also distributed unit normal
for large L,.3®

Invoking the assumptior nf cross-sectional independence and applying the
central limit theorem, the folluwing statistics test whether average performance
differs from zero:

VN ¥
Z=— Z SPE, ,,
N 2 ’
and for cuomulative performance,
VN ¥
Ziriiy= N > CSPE; (, .+ k)
i=1

A.3. Standardized squared abnormal performance

To test for unusual stock price performance independent of mean effect
sign, 2 sguared standardized statistic ic used 3 From section A2, the sian-

¥See Dodd and Warner (1983, p, 437) for details.

9 oy . . . N .

3 As Patell (1976) points out, this test is not strictly a measure of an event-period variance shifi,
but is more apprepriately viewed as a test that average performance eguals zero and event-period
vafianee equals estimation-period variance (see especially p. 258).
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dardized prediction error has a Student-s distribution with (L, — 2) degrees of
freedom. Hence, the squared value of the standardized prediction error is
distributed F(1, L,— 2) and E(SPE, ,)* = (L, - 2)/(L,— 4). Analogous results
hold for the cumulative stardardized prediction errors.

Given market model estimation procedures, L, is not the same for all firms.
To make the standardized squared statistics comparable across firms, a new
statistic U] , is formed:

U.,= (SPEi,t)zl(Li- 4)/(Li = 2)] ’
and for cuniulative performance

U, = (CSPE, y'[(L;~ 9)/(L,~ )L,
where
E[u.]=1, valU, ] =2[(L;-3)/(L~6)].
Under the assumption that the U, ,’s are cross-sectionally independent, the

central limit theovem can be applied to construct an approximately normal
variate:

N
E (Ui,z— l)
z’= i=1

[2 §1 (Ls"" 3)/(Li"'6)

T2

Simulations by Dodd, Dopuch, Holthavsen, znd Leftwich (1984, p. 37)
suggest the above statistic is misspecified, specifically, that its distribution is
fat-tailed, the statistic registering significant perforrnance ioo often. in this
study the same problem arises. For exampie, in the daily study of all r-anage-
ment changes, 33 of the 90 sample-period test statistics (37%) are greatr than
two in absoliie value. To avoid false inferences, the statistical significance of
standardized squared performance is zzsessed using the empirical distribution
of the U, ’s.

Rankings of mean and median standardized squared prediction errors at
time 0 relative to those at other times during the announcement period are

armaAn A

used to infer the significance of stock price performance. A shift in mass of the
distribution of the U’s from the center to the tails indicates unusuai siock
price response at announcement. These test procedures are biased against
finding unusual stock price behavior, especially if behavior at other ever.-

period times is itself unusual.
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