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ABSTRACT

This thesis examines the short-term effect of CEO turnover on company performance. Previous studies
based on American data have shown mixed results, hence the interest to test if the same would apply in a
Nordic setting. The analysis was performed on a clean sample of 133 CEO turnover announcements from
companies listed on the OMX Nordic exchanges in Stockholm, Copenhagen and Helsinki and on the
Oslobgrs exchange between January 2005 and December 2010. Using an event study approach and the
market model, statistically significant positive abnormal stock returns of, respectively, 0,57%, 1,14% and
1,27% of stock return are found for [Event day +/- 1 trading days], [Event Day + 3 trading days] and
[Event day + 5 trading days]. The data analysis shows a statistically significant positive effect from
voluntary CEO turnover (i.e. retirement or resignation). Further, underperforming companies (measured
via ROA) experience a statistically significant negative influence of -0,84% on stock return on the day of
the announcement, whereas company size with significance plays no role (0,00%) in company valuation.
Lastly, promoting a succeeding CEO from within the company negatively influences stock return by -
1,12% on the day of the announcement. No statistically significant support was found for the hypotheses
that the gender of the succeeding CEO, the tenure of the departing CEO or involuntary CEO turnover
influences company valuation. Our findings, though inconclusive, lean towards compliance with ‘the
Event Views’, which regard the occurrence of CEO turnover as non-attributable to the CEO as a person,
but rather as a consequence of a more complex set of circumstances.
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1. INTRODUCTION

1.1 BACKGROUND

In the early weeks of 2011 it became publically known that Steve Jobs, former CEO and later
chairman of Apple Inc., was again taking a sick leave. With this announcement came a 8,4% drop
in Apple’s stock price, devaluating the company by billions of dollars. Simultaneously, and on more
familiar grounds, Stine Bosse announced that she would be leaving her position as CEO of the
Danish pension fund TRYG. Within hours of this announcement TRYG’s stock price was up by
4%. Accordingly, it seems that CEOs influence the valuation of public companies and having the

right or wrong CEO can make a difference worth billions.

Terms like executive succession and CEO turnover capture what have, in recent years, become
topics of widespread interest. In media one can frequently see headlines saying who has been
appointed or left an organization. Also among academics the interest seems to have skyrocketed
with more and more researchers turning their attention towards the topic. While this allows for new
angles to be explored, increased relevance and rigor it has, at the same time, led to a somewhat
confusing and inconclusive stream of research. The results often go in mixed directions and it can
therefore be hard to interpret the meaning of them. Although researchers seem to agree that
executive turnover is a significant event for an organization they do not yet seem to have reached a
shared opinion about neither the extent nor the severity of which such an event influences

organizational performance.

1.2 PURPOSE AND RESEARCH QUESTION

A vast amount of research has been conducted on “the iconic CEO” and the long-term effects,
whereof most have had a North American point-of-view. Further, most studies have — so far —
refrained from further investigating and exploring their findings. It is the intention of this thesis to
add more general conclusions to how (if at all) CEOs - whether iconic or not - influence how
companies are valued in the short-term in the Nordic societies where equality has deep roots and

hierarchy and iconization struggles.

Through an investigation of abnormal stock returns around announcements of CEO turnover we

will seek to determine the general level of abnormal stock return in public Nordic companies. This
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will be done through investigating all companies listed on one (or more) of the Nordic exchanges
that have experienced CEO turnover in the time period 01.01.2005-31.12.2010.

The expectation is that CEO turnover will be reflected in stock prices, and adding depth to this
conclusion we will seek to identify factors attributable to the conclusion of the first part. By placing
our results in the light of various relevant leadership-, managerial- and strategic frameworks we will
seek to draw out general conclusions on what factors the market reacts to when a company is
subject to CEO turnover. This structure will seek to address the different levels of the research

question stated below in a coherent, natural and logical manner.

Is company market value influenced by CEO turnover within public Nordic companies and,

what are some of the factors attributable to any changes in valuation?

1.3 TERMS AND CLARIFICATIONS

The research question raises a number of questions and clarification is found beneficial before
proceeding. By the term ‘market value’ is meant the “the amount that investors are willing to pay
for the shares of the firm” (Brealey, Myers and Allen, 2007, p.149). This, in other words, influences
the market capitalization of the firm, which will be used as a measure of the market value of the
companies under investigation. A distinction should be made between book value, liquidation value
and market value of the company; shares are rarely traded at book or liquidation value, as investors
trade these on the basis of expectations to present and future earning power (Brealey, Myers and
Allen, 2007). This, further, makes market value the best measure of the impact of CEO turnover as:
“Changes in the capital market value of the firm may more accurately measure the impact of
management change, than changes in current accounting earnings, because the capital market
value captures the changes in both current and future earnings.” (Reinganum, 1985, p.50). These
expectations are, in turn, influenced by the amount of information available to the investor — an

issue that will be returned to later in the thesis.

However, acknowledging that the market value of a company is, partly, based on the subjective
expectations of investors leads us to another part of the research question that needs clarification.
This thesis will investigate the role of the CEO as influential on company market value, through
investigating how investors, generally, react to CEO turnover. What is meant by ‘CEO turnover’
then becomes a relevant question. Simply put, CEO turnover occurs when the CEO, the highest-
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ranking corporate officer or administrator in charge of the daily operations of an organization that
typically reports to the board of directors, is exchanged. There are several potential explanations for
such an event, which will be returned to in a later chapter. For clarification, in the studied Nordic
countries, the CEO is called Administrerende direktgr (adm.dir, Denmark and Norway),

Toimitusjohtaja (TJ, Finland) and Verkstallande direktor (VD, Sweden), respectively.

1.4 CONTRIBUTION

As already explained, this thesis will examine the relationship between CEO turnover and company
performance with an intention of increasing the understanding of the link between the two. In
addition, this thesis aims to add to previous research and increase the robustness and generality of
earlier results by studying an area that has not yet been widely studied, namely the Nordic region.
With this study we also hope to contribute by making an attempt to structure and connect the areas
of previous research together with the goal of tying the different fields of research, the studies done
in finance and management, together. By linking the fields together we hope to offer the reader a

perspective on this important and interesting topic.

1.5 DELIMITATIONS

The results and implications of this thesis should be considered in light of its limitations. To begin
with, the study is a purely Nordic study in the sense that the sample is restricted to companies listed
on Nordic stock exchanges. The sample is further restricted to the 5-year period between 2005 and
2010. Consequently, the results of the study may neither generalize to other areas nor time periods,
wherefore further empirical studies and replications across different populations are called for.

Further delimitations will be touched upon in chapter O Research Quality.

1.6 OUTLINE

The thesis is divided into 11 chapters including this one. In the following chapter, an overview of
CEO succession is presented followed by a brief introduction to the research field, giving the reader
a chance to better understand from where the succession research has developed and how it has

evolved. Chapter 3 lays out the theoretical framework and includes a review of some of the key
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studies within the field. Thereafter, in chapter 4, the reader will get acquainted with our
methodological approach and data. In the subsequent chapter the independent variables in the study
are identified and explained, setting the ground for our hypotheses, which are presented in the end
of the chapter. Chapter 6 contains an explanation of the computation of abnormal returns. The
empirical results of the tests are reported and analyzed in chapter 7-8. The main findings are
summarized in the conclusion presented in chapter 9, followed by concluding chapters in which we

discuss the quality of our study and give suggestions for future research.
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2. SETTING THE SCENE

2.1 CEO SUCCESSION: AN OVERVIEW

There is no question the CEO has an especially important role in organizations. In strategic
leadership theory it is widely argued that organizations can be seen as reflections of their top
managers and the decisions they make (see e.g. Hambrick and Mason, 1984). Accordingly, a
change of an organization’s CEO not only implies that a new individual, with a different set of
skills, experiences and perspectives takes over charge but also means that the changes will have a
specific impact for the organization. Succession tends to trigger change in the operations of the
organization, which in turn sets off a shift of the prevailing norms and expectations of the
employees. In this way, CEO succession provides an opportunity for existing power structures to be
altered, for new strategic approaches to be introduced and for change to take place (Boeker, 1997).
This is by no means a simple process; on the contrary, it is a quite baffling and traumatic event for
any organization. It affects not only the employees but also the organization’s economic and

political climate (Brady and Helmich, 1984).

CEO succession differs from the succession of other types of key executives in several respects.
Kesner and Sebora (1994) describe these in a perspicuous way. To begin with, they highlight the
pervasiveness of the CEO’s impact on the organization and the symbolism of succession as two
things that clearly separate CEO succession from turnover at other levels. As captured by Beatty
and Zajac (1987, p.309) CEOs have “a high internal and external visibility, and are generally
considered to be the key strategic decision-makers in large corporations. In other words CEOs are
the individuals most likely to ‘make a difference’”. Speculation often occurs after the news of
turnover has been spread, and it is common for CEO succession to trigger other changes (e.g.,
further executive departures or alterations in a firm’s strategy). To that end, few turnover events at
other organizational levels have as deep impact both inside and outside the organization. Another
difference emphasized by Kesner and Sebora is the differences between the natures of the jobs; the
CEQ’s tasks are substantially different from those of other organizational positions, with a larger
extent of idiosyncrasy and less routines and structure. For someone holding this position, no two
days may ever be the same. Yet another difference is the relative frequency of turnover events.
While turnover at lower levels in the organization occur on a regularly basis, CEO turnover is still a
rather unusual event. However, a screening by Favaro, Karlsson and Neilson (2010) shows that

times are changing; the tenure of CEOs is becoming shorter and more intense. The global mean
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tenure of departing CEOs has dropped from 8,1 years to 6,3 years during the past decade. Even so,
the relative infrequency of CEO succession has implications for the decision-makers, namely the
Board of Directors. The relative infrequency of CEO turnover combined with the time gap between
the decision and the evaluation of the outcome limits the degree and impact of the directors’
experiences, often resulting in an intricate selection process. Unlike at lower levels in the
organization, the succession decision falls under the directors’ competencies, which have another
background with different, not seldom more limited, views of the organization and its operations.
For all the above mentioned reasons (in addition to a number of others) CEO turnover is an

important and unique event, separate from succession at lower levels, for any organization.

2.2 SHORT VS. LONG TERM

As mentioned in the introducing paragraphs to this thesis, a number of studies have been carried out
to highlight the long-term effects of CEO turnover on company performance. This has been done
through investigating the initiating actions of a newly appointed CEO. These have been found to
often include asset write-offs, income-reducing accounting method changes, income-reducing
accounting accruals, and divestitures of previous acquisitions (Elliott and Shaw, 1988; Pourciau,
1993; Strong and Meyer, 1987; Weisbach, 1995). This is commonly referred to as incoming CEOs
taking a “bath”, as they in practice ‘wash away’ unwanted divisions and unprofitable operations in
an attempt to boost future earnings, and keep the termination costs in the year of turnover. This has
two implications — they reduce earnings in the short-run, but would most likely improve the
assessment of future company performance, and thus lead to rising stock prices in the long run. Yet,
the implications for short-term effects on stock prices are more blurry and unclear. The financial
perspective, thus, has two streams — the short-term and the long-term investigations. This thesis is
concerned with the effect of CEO turnover in the short-term.

2.3 FROM SPORTS MANAGEMENT TO STOCK PRICE REACTIONS

The first studies of the effect of management turnover on performance are focused on American
sports teams and found in the sociology literature. Grusky (1963), for example, found that a coach
change lead to lower subsequent performance, which he attributed to the disruptive effect of

change, in a study of professional baseball teams in the periods 1921-1941 and 1951-1958. Further
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evidence of negative performance due to succession was found by Allen, Panian and Lotz (1979)
who followed the performance of baseball teams in the period 1921-1973. Other researchers,
however, find no relationship between succession and subsequent performance when studying

sports teams (Brown, 1982; Eitzen and Yetman, 1972; Gamson and Scotch, 1964).

Though the sports industry is still a great example of the dynamics that lead to CEO turnover, their
effect and their influence, more recent studies have mostly been concerned with stock price
announcements. Thus, finance came into the management equation. Yet, after many years of
research, scholars have not reached consensus on the question of whether leaders have an impact on
organizational performance. Three contradicting views of CEO succession events’ effect on
performance are found in the organization literature. According to the Great Man View succession
events represent a means of reorganization; they take place as adaptive responses to changes in
environmental conditions. Proposers of the Disruptive Event View however mean that succession
events are a source of disruption, which results in a decline in performance. Lastly, the
Inconsequential Event View claims that CEO successions are insignificant for organizations and
result in no predictable performance changes or survival rates changes (Boeker, 1992; Friedman and
Singh, 1989; Hannan and Freeman, 1977; Leker and Salomo, 2000; Reinganum, 1985). The
fundamentals of these views will all be elaborated in the following chapter, adding a finance
perspective to the discussion.
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3. THEORY

This thesis operates in smudgy overlap between two different well-developed fields and paradigms;
finance and management. This has clear implications for the collection of relevant theory and
literature, as dominant findings in both fields should be presented in the light of each other. The
following literature review will attempt to do exactly that, through combining the dominant views
within management theory on CEO influence and pair them with relevant, and empirically

grounded, findings from the field of finance.

3.1 THE EVENT VIEWS

The inconsequential event view and the disruptive event view are in practice very closely related, as
they both emphasize that any changes in valuation comes from the occurrence of an event, rather

than from the CEO in question.

According to the inconsequential event view, CEO turnover events have an insignificant,
unpredictable effect on organizations’ performance and survival rates due to the generally loose
coupling between leaders’ agendas and organizational outcomes. From this view, performance is
affected solely by environmental factors and, consequently, changing the CEO will have little
influence on the company’s actual performance (Bommer and Ellstrand, 1996). The theory of ritual
scapegoating, as firstly discussed by Gamson and Scotch (1964), is related to this view. It argues
that the main purpose of succession is to provide a target for the frustrations of an organization’s
leading constituencies when performance is declining. It is assumed that while managers do not
substantially affect performance, the replacement of a manager calms down a public that falsely
believes in his or her power in determining performance. In other words, the theory of ritual
scapegoating proclaims that the replacement of a CEO acts as a symbolic action that sends a
positive signal to the external world, in spite of its actual insignificance. Accordingly, the
inconsequential view would, in this case, predict short-term positive returns (Boeker, 1992; Weick,
1976).

According to the disruptive event view, any change in organization form will automatically lead to
a higher likelihood of organizational death and performance decline. The explanation lies in the

strong inertial forces that all organizations are bound to, which prolong the response time to threats
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and opportunities in their environments. From this view, an organization’s original form is the one
that has the best prospects for long-term survival and thus any interference with that should be
avoided. The theoretical position, which is in line with the ways of reasoning within population
ecology, assumes that environments are relatively stable over time and that CEO turnover is enough
noteworthy, in itself or as an indication of a more fundamental structural change, to result in
misalignment with the organization’s environment (Friedman and Singh, 1989; Hannan and
Freeman, 1984, ibid., 1977).

More specifically, two types of disruptions, with the same consequences of performance decline
and increased likelihood of organizational death, can be identified. Firstly, the fit between an
organization and its environment will be altered by the structural change that results in an
organization’s selection out of its population. Secondly internal authority relations will be
negatively affected by disturbed work patterns and the interference with the unity of command that

follows from CEO turnover (Friedman and Singh, 1989).

Summarizing, both the inconsequential event view and the disruptive event view emphasize the
event of CEO turnover rather than the CEO in question. It is the disruption of daily business that
will influence company valuation and not the fact that a specific CEO leaves the company.
However, cases (such as the ones mentioned in the introduction) indicate that CEO turnover
announcements are received very differently, and how is this explained, if the CEO as a person has

no influence?

3.1.1 THE EVENT VIEWS IN A FINANCE PERSPECTIVE
Turning to studies carried out in the field of finance, there is a number of works that support the

inconsequential event view. Among these are the works of Denis and Denis (1995), Furtado and
Rozeff (1987) and Warner, Watts and Wruck (1988). However, these have all observed different
general abnormal results, and their works will, thus, be presented in more detail in the following
paragraphs.

3.1.1a Denis and Denis, 1995

Studying 908 nontakeover-related top management changes in the period 1985 to 1988, Denis and
Denis (1995) find significantly positive (but economically small) abnormal returns for forced
resignations. No statistically significant abnormal returns are observed around announcements of

normal retirements. The top management team is defined as the CEO, the chairperson of the board,
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and the president. The interpretation of the findings is difficult; a management change can signal
that firm performance is worse than expected, that performance will improve as a result of the
management change, or that the firm is “in play” as a takeover target. Furthermore, top management
changes are likely to be partially anticipated due to the poor performance in the period before the
turnover. Though this work takes the entire management team (rather than merely the CEO alone)
into consideration, alignment can be found to the event views in the shared finding that the CEO in
itself might not be the determining factor, but that the change of CEO is an indication of overall

poor company performance.
3.1.1b Furtado and Rozeff, 1987

In the study “The Wealth Effects of Company Initiated Management Changes” from 1987, Furtado
and Rozeff examine changes in equity values when the Board of Directors appoints and dismisses
top-level managers (in which they include the CEO, the president, the chairman of the board and the
vice-chairman). Thus, the authors do not examine the effects of resignation and retirement, which

they explain can lead to different wealth effects.

The data consists of samples of 1406 appointments and 62 dismissals in companies listed on the
New York Stock Exchange and the American Stock Exchange in the period 1975-1982. An event
window of two days surrounding the announcement was used and the data was cleaned from
contamination, which reduced the final sample to 323 events. The results show a significant average
positive abnormal return of 0,95%, which can be interpreted in several ways. Firstly the authors
explain that it is in line with the wealth-maximizing goals of the Board of Directors and that it
indicates that managers and stockholders share in the returns to firm-specific human capital. It also
indicates that hiring of new personnel is linked to favorably perceived real changes within the firm
such as shifts in the investment opportunity set or in the production function, or reveals new efforts
to minimize costs or maximize returns. Finally, the authors interpret the result not to convey bad

news such as information about poor performance on average.

Again these interpretations are in line with those of the event views delegating less importance to

the CEOQ, but emphasizing that CEO turnover is more likely to be an indicator of other events.
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Author | Exchange Change Time Event Sample AR (%) Significance
studied frame | window (2=0,10)
(0=ED)
Furtado & |NYSE Internal and 1975- 2 days 323 total sample 0,95 Significant
Rozeff AMEX external 1982 around | 220 internal hires 1,05 Significant
(1987) appointments the 103 external hires | 0,72 Insignificant
and dismissals announ- | 62 dismissals 1,03 Significant.
cement |11 dismissals 3,17 Significant
“under pressure”
Denis & NYSE Top executive | 1985- (-1;0) 328 total sample 0,63 Significant
Denis AMEX changes 1988 69 forced dep. 2,5 Significant
(1995) Nasdaq 43 normal 0,61 Insignificant
retirements

Table 1 Summarizing table of financial works supporting the Event Views

3.2 THE GREAT MAN VIEW

The Great Man View, which also is known as the Rational Adaption View or the Common Sense
View, argues that CEO turnover constitutes a possibility for organizations to better align resources
to suit altering environmental demands. Closely linked to the resource dependence perspective this
view implies that coalitions inside the organization have access to power, and that the coalition
leaders can act upon critical environmental events. Consequently, a shift in the holder of power
signifies adaption. Salancik and Pfeffer’s findings from 1980 were among the first support the
notion of successions as potentially adaptive responses to poor performance. More specifically,
poor performance is typically accompanied by changes in company policy and changes in the
composition of the management team. The board of directors, who is responsible for controlling the
management’s activities, triggers these changes with the aim of improving the prospects of meeting
the goals of the shareholders. When these goals are failed to be met, CEO replacement is a possible
action taken by the board of directors as a means to signal fulfillment of its responsibility to effect
strategic redirection, or adaption, in the interest of the shareholders. The Great Man View’s line of
reasoning that leadership changes improve the fit between the organization and its environment
indicate that frequent performance changes are beneficial. Managers have the possibility to control
organizational outcomes and thus a new CEO seemingly will be able to avoid some of the mistakes
made the predecessor and by this means boost performance (Friedman and Singh, 1989;
Reinganum, 1985).

11
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The Great Man View is, further, backed by the findings of Collins (2001) and his book ‘Good to
Great’, which has been cited as “one of the most influential business books of recent years”. Collins
investigates 11 companies having made the transition from ‘good’ to ‘great’ in terms of stock
performance. These 11 companies have been selected from a total sample of 1.485 companies from
the criteria of 15 consecutive years of ‘average performance’ (stock returns following those of the
general market) and 15 consecutive years of ‘great’ performance (stock returns equal to or more
than 3 times the market). The identified 11 ‘good-to-great’-companies were Abott-Laboratories,
Circuit City, Fannie Mae, Gillette Co., Kimberly-Clark Corp., the Kroger Co., Nucor Corp., Philip
Morris Cos. Inc., Pitney Bowes Inc., Walgreens, and Wells Fargo. These were then analyzed in
direct comparison to companies with similar resources, characteristics, possibilities, industries and
growth-opportunities. These comparison companies then laid the grounds for an identification of
factors that led to ‘great performance’. The book identifies ‘Level 5 Leadership’ as one crucial
factor for company performance, underlying the importance of CEOs in companies, and clearly

demonstrating that CEOs have an impact on stock performance.

3.2.1 THE GREAT MAN VIEW IN A FINANCE PERSPECTIVE
Turning to studies carried out in the field of finance, there is a number of works that support the

Great Man View. However, both positive and negative abnormal returns have been recorded as
general (and statistically significant results), and the works will thus be presented in more detail in

the following paragraphs.
3.2.1a Dahyaa, Lonie and Power, 2000

In the study "Changes in Corporate Management: Do They Have an Impact on Share Prices and
Company Earnings?" the authors Dahyaa, Lonie and Power test the effect of management changes
in Great Britain in the period 1989-1994. Using the market model with the Financial Times all share
index as a proxy for the market portfolio and analyzing a total number of 420 changes, the authors
find insignificantly positive share price abnormal returns (Mean AR 0,14%) on the announcement
day of a departure or an appointment of a top-level executive (in which they include nine top-level

positions).

The authors suggest that the relatively small stock price reaction observed in their study, and in
others’, could be related to three factors. Firstly, there can be an uncertainty whether the

performance of the new executive team members will improve on the efforts of the predecessor.
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Secondly, the small reaction can be related to an anticipation of the change by the stock market so
that share prices respond some time before the announcement. Finally, the incremental gains of a
management change may be conceived to be exceeded by the additional costs of the recruitment
and advertisement needed to find suitable replacements.

Implicitly it lies, that Dahyaa, Lonie and Power (2000) do believe that management matters, as they
question the predictability of the beneficiality of the new management’s actions, yet anticipate that
companies will gain from CEO turnover (though this gain might be off-set by additional

replacement costs). These finding are, thus, in line with the Great Man View.
3.2.1b Warner, Watts and Wruck, 1988

The study “Stock Prices and Management Changes” by Warner, Watts and Wruck spans from
1962-1980, and has a sample consisting of 269 firms listed on the New York and American Stock

Exchanges.

The result indicates that individual securities have a very small stock price reaction, with an average
effect of zero, at the announcement of a top management change. The authors explain that there is a
difficulty with observing stock market reactions to announcements in this case — the 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 the interest of the shareholders, and unanticipated. One reason
is that the announcement of a change can express other information. The authors mean that the
abnormal stock return is the sum of two components. One of these is an information component,
which will be negative if the change signals worse management performance than previously
anticipated. The second component is a real component that is positive in case the change is in the
interest of the shareholders. Thus, a positive net effect can be anticipated only if the real component
is larger in absolute value than the information component. Summarizing, Warner, Watts and
Wruck (1988) explain abnormal returns observed is the sum of, on one hand, public perception of
performance and, on the other hand, actual performance, underlining their support for the Great
Man View.

3.2.1c Beatty and Zajac, 1987

In the study “CEO Change and Firm Performance in Large Corporations: Succession Effects and

Manager Effects” Beatty and Zajac test the stock market reaction to the announcement of a CEO

13



Egholm & Nordstrém, the Stockholm School of Economics
Master Thesis, “Stock Price Reactions to CEO Turnover — An Event Study of the Nordic Markets”

change in large firms. The sample of firms experiencing such a change was identified from

examination of the Wall Street Journal “Who’s News” section, where 429 CEO changes were

identified in the period 1979-1980.

The results suggest that announcements of CEO changes typically are associated with a reduction in
the value of the firm (both for insider and outsider succession events), as reflected in the
perceptions of the stock market. For the period in advance of the announcement the t-tests of the
prediction errors are not statistically significant, however, in the post announcement period,
statistically significant changes in the market value of the firms are observed. The results suggest
that CEO successors tend to significantly influence the production and investment decisions of their
organizations, and thus, share the basic assumptions of the Great Man View.

3.2.1d Reinganum, 1985

In the study “The Effect of Executive Succession on Stockholder Wealth”, published in 1985,
Reinganum explores the effects of executive succession on the stock prices of firms that traded on
the New York and American stock exchanges in 1978 and 1979. The author states that the
predictions about succession effects must be tempered by the organizational context of the change,
where in particular, the size of the firm, the origin of the successor and the disposition of the
predecessor should be analyzed. More precisely, statistically significant (positive) succession
effects were found around the announcement of a change only for external appointments in small
firms with a simultaneous announcement of a departure of the previous officeholder. When the
departure of the previous officeholder was not announced in the same press release no abnormal
stock price behavior was observed. The reason that no significant abnormal returns could be seen
around turnover announcements in large firms could be due to more constrained leadership
influence — implicitly indicating, that leadership influence does matter, and, thus supporting the

Great Man View.
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Author | Exchange Change Time | Event Sample Abnormal Significance
studied frame | window returns (2=0,10)
(0=ED) (%)
Reinganum | NYSE Internal and | 1978- | (0;0) 158 paired changes | -0,06 Not available
(1985) AMEX external 1979 353 unpaired 0,13
appointments changes
Warner, NYSE Any change |1962- |(-1;0) 270 total sample -0,31 Insignificant
Watts & AMEX in a random 1980 92 CEO changes -0,26
Wruck sample of 269 46 outsider changes | 0,34 Significant
(1988) firms 56 forced departures | 0,14
Beatty & The US 429 CEO 1979- | (-1;0) 209 total sample
Zajac change 1980 184 insider changes | 0,00 Insignificant
(1987) announcemen 25 outsider changes | 0,01 Insignificant
ts with
external and
internal

appointments

Dahyaa, LSEX Departure or | 1989- | (0;0) 420 total sample 0,14 Insignificant
Lonie & appointment | 1994 337 appointments 0,23 Insignificant
Power of top level 14 routine dep. -0,09 Insignificant
(2000) executive 69 non-routine dep. |-0,25 Insignificant

Table 2 Summarizing table of financial studies supporting the Great Man View

3.3 SUMMARY AND INTERPRETATION OF THE STUDIES

When summarizing the findings of previous research, it is evident that the stock price effect is
generally found to be inconclusive (regardless of which managerial view the authors seem to
support) when analyzed in the aggregate: the abnormal return on the announcement day tends to be
small with varying significance. However, if the changes are structured according to the post of the
executive and according to the circumstances surrounding the changes, a statistically significant
share price movement is observed. More specifically, two of the reviewed studies found significant
(positive) results for their entire sample and when analyzing subsamples, these found significantly
positive reactions to forced turnover too. Thereto, another study found a significantly positive
reaction but only for external appointments in small firms. An insignificantly positive reaction as
well as an insignificantly negative were observed for the entire sample in two studies, whilst the rest
of the reviewed studies show insignificant results with abnormal returns close to zero. The

inconclusive and contradicting results can be due to differences in the designs of the studies, the
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varying definitions of top management change or the selection of the samples (Furtado and Karan,
1990).

Another interesting note should be made on the differences between the studies that fall under,
respectively, the Great Man View and the Event Views. In general, the articles that seem to support
the Event Views experienced more extreme and significant results, than the articles whose

reasoning was more in line with the Great Man View.

Overall, it is hard to sympathize with one stream over the other as solid research support both. The
social democratic structure of the Nordic societies and the resulting flat society structure could
indicate that the Event Views provide a more accurate picture of the Nordic cases. The ‘Great Man’
simply is not very Nordic; it is rather unusual for a person to be praised for his or her individual
accomplishments. However, several cases have demonstrated the contrary, serving as support for
the Great Man View, even in the Nordic setting. Any clear-cut expectations to how the Nordic

markets react are, thus, not present.
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4. METHODOLOGY AND DATA

4.1 RESEARCH APPROACH

To best answer the research question presented above in section 1.2 Purpose and Research Question,
we will seek to develop a middle-range theory, which has been defined as being intermediate
between general theories that are either too remote from particular cases to account for what is
observed (e.g. leadership theory) or too detailed in their description of particulars to be generalized
at all (e.g. identification of a CEOs ability to create value in a given company) (Berton, 1969).

To position a study like the current on the quantitative-qualitative continuum we find it beneficial to
clarify the meaning of either extreme. Quantitative research is defined as explaining phenomena by
collecting numerical data that are then analyzed by using mathematically based models, in
particular statistical methods (Aliaga and Gunderson, 2002), and qualitative research is defined as a
research strategy that usually prefers words rather than quantification in the collection and analysis
of data and which predominantly emphasizes an inductive approach to the relationship between
theory and research, where emphasis is put on the generation of theories (Bryman and Bell, 2003).

This study will lean more towards a quantitative research method than a qualitative, but we will
attempt to associate collected data in the form of numbers to behaviors, events and objects - in other

words; social events.

As briefly touched upon already, the chosen research approach will have implications for the path
of reasoning applied — deductive or inductive reasoning. With an inductive stance, theory is the
outcome of research, and the process of induction leads to the establishing of general truths out of
observations. On the other hand, a deductive theory represents the contrasting, though yet most
common, view of the nature of the relationship between theory and research. Based on what is
already known and the theoretical considerations in a particular scientific field a hypothesis is
identified and this hypothesis will then be the subject for empirical scrutiny. Implicitly it lies that
the hypothesis contains concepts that will need to be translated into researchable and measurable
entities. Hence, it lies at the core of the deductive method that the hypothesis is translated into
operational terms, and that it is specified how data can be collected appropriately (Bryman and Bell,
2003; Fisher, 2010).

In this study we will apply a method that is most closely related to the deductive theory, but as in
many other studies the deductive approach entails a modicum of induction. Upon collecting the
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initial set of data and investigating the characteristics pertaining to it, we will rely on already
existing theory in the attempt to clarify which factors that possibly contribute to the CEO value
creation. This will then lead us to the deductive path where further data is collected in order to
establish the extent to which and in what conditions the theory will and will not hold. This approach

has been called ‘iterative’ as it involves a weaving back and forth between data and theory (Bryman

and Bell, 2003).

4.2 DEFINING THE RESEARCH SCAFFOLDING

Taking on and structuring a research field covering such broad and diversified fields as
management and finance proposes a challenge in collecting appropriate literature. Operating in the
grey-zone between the two fields requires strict discipline in the collection of literature in order not

to drown the research scaffolding in a swamp of interesting (though not 100% relevant) works.

As a starting point we turned to journal databases such as JSTOR, ABI/INFORM global and
Business Source Premier to narrow down the search. Using keywords as “CEO turnover”,
“management turnover”, “abnormal stock returns” and “event study”, standing alone and in various
combinations, we managed to narrow the scope of our literature review. The articles we found then

laid the ground for further research as we followed citations and references to other works.

This search strategy ultimately painted a clear picture of the two streams within in the field of

management turnover, which were presented separately and in more detail in chapter 3.

4.3 THE EVENT STUDY

This thesis follows the event study methodology developed by Fama, Fisher, Jensen and Roll (1969)
and as later outlined by MacKinley (1997) among others. An event study is an econometrical
method to evaluate the effect of an event on the value of a firm. The event study has, in fact,
become the standard methodology to examine stock price reactions to announcements and events
(Binder, 1998). Such a study examines the abnormal returns to shareholders during a time window
surrounding the announcement of the event (in our case the news of turnover). Abnormal return is
typically measured as the raw return less a benchmark of what investors required that day. This
benchmark is mostly seen in the form of the return dictated by the CAPM or, today more

commonly, the return on a large market index. The raw return for one day is the change in share
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price and any dividends paid divided by the closing share price the day before (Fama, Fisher,
Jensen and Roll, 1969; MacKinley, 1997).

The event study methodology has typically been used for two purposes: (1) to test the hypothesis
that the market incorporates information efficiently (also known as the efficient market hypothesis)
and (2) to study the impact of an event on the wealth of a firm's security holders (under the
assumption that the efficient market hypothesis holds). Amongst the second category, there are
several applications. The method has been widely applied in finance research to examine security
price behavior surrounding events such as mergers and acquisitions, debt or equity issues and
earnings announcements. Then again, the event study approach has also been applied in the fields of
law and economics when measuring the impact of changes in the regulatory environment and in
management research in which the method became popular during the 1980s when for example
examinations of the effects of corporate restructuring and changes in leadership were of high
interest (Binder, 1998; MacKinley, 1997; McWilliams and Siegel, 1997).

An event study is a scientific measure that has advantages as well as disadvantages. First, it is a
direct measure of the value created to shareholders. Second, it is forward looking as stock prices, in
theory, dictate the present value of all expected future cash flows, and thirdly, it controls for general
market movements. However, this only applies when assuming high stock market efficiency and
rationality, meaning that the market incorporates all publically known information immediately
(MacKinley, 1997; McWilliams and Siegel, 1997).

4.3.1 STOCK RETURN AS A PERFORMANCE MEASURE
There is no common agreement between scholars on the best way of measuring performance when

studying CEO turnover effects (Lausten, 2002), however stock return is a potential measure
(Warner, Watts and Wruck, 1988; Brown and Warner, 1985). The argument for the use of stock
returns is that they reflect the true value of listed firms as they incorporate relevant value
influencing information and reflect the discounted value of future cash flows (McWilliams and
Siegel, 1997). It is a responsibility of the CEO to maximize shareholder value, and consequently
when he or she succeeds or fails to deliver in that measure, the investors’ perception will be affected

and reflected in the price of a company’s common stock.
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The use of daily stock returns is however not completely free from problems. For example, the
returns tend to depart more from normality than monthly returns and non-synchronous trading
complicates the estimation of parameters from daily data. Nevertheless, according to a study by
Brown and Warner, neither the possible non-normality nor the autocorrelation seem to have a
distinguishable effect on event studies’ results (Brown and Warner, 1985). Moreover, for using
stock returns as a measure, an underlying assumption is that the market processes information about
the event in an efficient and unbiased manner. The theory of efficient markets predicts that available
information will be reflected in the price of a given security. It distinguishes between weak-form,
semi-strong form and strong-form market efficiency, where these categories are based on the extent
to which markets reflect available information. The weak-form asserts that past returns “dictate”
prices; the semi-strong form asserts that all publically available information, which includes
fundamental company information, historic stock price development and company announcements,
is reflected in prices; and finally the strong form states that all information will be reflected in stock
prices (Bodie et al., 2008). Since studies of the Nordic markets, albeit few in numbers, have found
the Nordic markets relatively efficient (Claesson, 1987; Schwab, 2011) it seems reasonable to
regard the semi-strong form market efficiency as corresponding to the actual market efficiency on
the Nordic stock markets.

4.3.2 CHOICE OF MODEL FOR DETERMINING RETURNS
There are several approaches available for calculating the normal return for a security. These

approaches can be categorized into economical and statistical models, where both types have their
benefits and drawbacks. Economical models such as the Capital Asset Pricing Model (CAPM) and
Arbitrage Pricing Theory (APT) rely on assumptions concerning investors’ behavior, in contrast to
statistical models, which are solely based on statistical assumptions. Some statistical assumptions
are however usually needed for the economical models too, why their potential advantage do not lie
in the independence on assumptions but in their potential in more accurately estimating measures of
the normal return with the use of economic argumentation. Statistical models, such as the Constant
Mean Return Model, Multifactor models and One Factor models including the Market Model, on
the other hand follow from statistical assumptions regarding the behavior of asset returns and do not
depend on any economic arguments. The typically imposed statistical assumptions are that asset
returns are jointly multivariate normal and independently and identically distributed through time.

While these assumptions are strong, difficulties using the statistical models are seldom encountered
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since the assumptions are empirically reasonable and inferences using the normal return models

tend to be robust to deviations from the assumptions (MacKinlay, 1997).

I Models to predict Expected Returns I

Economic Models
- Capital Asset Pricing Model (CAPM)

- Market-Adjusted Return Model
- Arbitrage Pricing Theory (APT)

| Factor Models | | Constant Mean Return Model |

Statistical Models

One Factor Models I Two Factor Models l
- Market Model

Figure 1 Models to predict expected returns based on MacKinley (1997), adapted from: Rydman and Gradtke (2011)

The above figure is a summary of the models usable for the prediction of expected returns as
proposed by MacKinley (1997). We have chosen the Market Model, which as previously mentioned
is a statistical model, for estimating the normal returns. The market model is constructed to reduce
the variance of the abnormal return by removing the portion of the return that is related to variation
in market return. The logic implies an increased ability to detect event effects, which explains why
it is such a widely used approach in event studies. The fact that the model is so popular amongst
researchers is another argument in its favor; it allows for easy comparison. The market model has a
larger potential to detect event effects than the simpler Constant Mean Return Model, and, as
multifactor models have been shown to only have a small marginal explanatory power, the gain of
using such models is small. Likewise, the gains of using an APT motivated approach tends to be
small depending on the fact that the most important risk factor in the model behaves as a market
factor while the other factors add relatively little explanatory power. Nowadays the CAPM, which
was frequently used in the 1970s, is seldom used in event studies due to the possibility that the
results may be sensitive to the specific model restrictions (Brown and Warner, 1985; Campbell,
Cowan and Salotti, 2010; MacKinlay, 1997).
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4.3.3 CHOICE OF INDEX AS PROXY FOR MARKET RETURN
In order to be able to estimate the abnormal return for the stock of each announcement an index had

to be chosen as a proxy for the return of the market portfolio. The use of an index is a fair
representative of the market as a whole, as indices will eliminate company specific risk, as they are
averaged out by diversification (Brealey, Myers and Allen, 2007). The OMXNORDIC index
“includes all the shares listed on the Nordic Exchanges. The aim of the index is to reflect the
current status and changes in the market.” (OMX, 2011) and, thus, seemed as an appropriate index
to reflect the general return on the Nordic market, as it will reflect regional market trends and, thus,
add to a more accurate prediction of abnormal return on the stock prices in question. And finally,
using an index that has its roots in the same region as the companies under investigation means that
they to a great extent share the same calendar; that is are subject to the same bank holidays and,

thus, trading days.

4.3.4 DETERMINING THE EVENT WINDOW
When applying the market model to estimate returns an event window has to be determined. The

event window can be explained as the chosen period surrounding the announcement of turnover for
which the corresponding abnormal return observations are aggregated over time (see figure 2
further down). It is standard procedure to extend the event window to, at least, a few days before
and after the event date. By choosing an event window longer than only the event day the risk of
data errors if the announcement e.g. was publicized on a Sunday or on a late afternoon is minimized
(MacKinley, 1997). An event window which also includes a couple of days before the event day
captures possible insider trading and the value of the ‘buzz’ around the company in the days leading
to the announcement (Keown and Pinkerton, 1981; MacKinley, 1997).

In practice however, researchers views’ on the optimal event window tend to go apart, which could
have its roots in the differing views regarding market efficiency (see section 4.3.1 Stock Return as a
Performance Measure). For example, Reinganum (1985) and Dahyaa, Lonie and Power (2000) only
examined the event day while Furtado and Rozeff (1987) focused on the two days surrounding the
event day and Beatty and Zajac, (1987), Warner, Watts and Wruck (1987) and Weisbach (1988)
analyzed cumulative abnormal returns for several event windows ranging between ten days before

the event day and ten days after.
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Based on the above information, several event windows have been chosen in order to provide
stronger evidence of abnormal returns with the aim of increasing the robustness and reliability of
the results. Hence, we have chosen T; to vary between -5 and 0, and T, to vary between 0 and +5.

Accordingly, the following 6 intervals have been tested:
[-5;5], [-2;5], [-1;+1], [0;0], [0;+3], [0;+5]

where 0 is the day of the announcement of turnover, “-* depicts days prior to the announcement and
“+” depicts days post the announcement. As a result the length of the estimation window varies

be