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DOES TOP EXECUTIVE TURNOVER IMPROVE
PERFORMANCE? AN EMPIRICAL STUDY ON THE
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. INTRODUCTION

An excellent executive can bring great profits and a bright prospect to a company,
whereas an incompetent one may cause a fatal disaster to befall it.* Therefore,
managerial succession may be one of the most important decisions that the board
of directors needs to make. Since the listed firm is not wholly owned by top
management, there may exist moral risks that the executives may not be diligent
enough, thereby damaging the interests of the shareholders. This is likely to occur
in modern companies, especially in farge-scaled listed companies. Forced turnover
is the most extreme disciplinary action against incompetent executives.” Manne
(1965) points out that the capital market has some self-correcting mechanisms for
disciplining inefficient executives to protect the interests of the shareholders. He
finds that top executive turnover caused by transfers of control rights may be an
external mechanism to resolve the agency problem as well as the last mechanism (o
improve operational efficiency. There are also some important internal corporate
governance {correcting) mechanisms, such as the monitoring role played by the
board of directors or large shareholders and competition among managers. The
forced turnover is thus the resuit of these mechanisms. As there are significant dif-
ferences between the effects of internal and extefnal corporate governance mecha-
nisms on top executive turnover, and the transfer of control rights is one of the
important external corporate governance mechanisins, it is difficult to distinguish
whether the turnover is induced by efforts to solve the agency problem or by the
transfer of control rights. Our study focuses on top executive turnover induced by
the internal governance mechanism.

Prior international literature has reached a consensus that the iitkelihood of top
executive turnover is negatively related to firm performance. Warner et al. (1988)
find that firms offering low stock returns are more likely to change their manage-
ment than other firms. Fee and Hadlock (2003) report that industry-adjusted stock
returns are negatively related to the turnover of chief executive officers (CEQs).
They also find that the likelihood of turnover of the top five executives below the
CEO level is significantly higher when the CEO is dismissed. Coughlan and
Schmidt (1985) and Weisbach (1988) report similar research results. Kim (1996)
demonsirates through an empirical analysis model that stock returns are negatively
correlated with CEQ turnover. In China, some scholars have also studied the rea-
sons Tor top executive rurnover. Gong (2001) finds that the non-routine top execu-
tive turnover is negatively related to the industry-adjusted accounting performance
as measured by returns on asset or the operating income, but it is not significantly

4 Qwing to the special institutional background in China, we define top executives as the
chairs, chief executive officers, or general managers of the firms in this paper.

Top executive mrnover can be classified into forced turnover and unforced turnover. The
former is usually aimed at improving firm performance and acts as an exireme penalty on
the unqualified executive, while the latter is 4 normal adjustment to management: for
example, turnover due to the retirement or promaotion of the executive.

5



28 Fang, Xia, Zhu

related to cnmulative abnormat stock returns. This indicates that the internal corpo-
rate governance mechanisms of Chinese listed firms could monitor the top execu-
tives and mitigate the agency problem to some extent.

However, the effect of internal corporate governance mechanisms is still unclear.
Could changing the top executives improve operational efficiency? Hotchkiss
(1995) finds that firms whose pre-bankruptcy management retains control are more
likely to file for a second bankruptcy and to have a negative operating income after
reorganisation, Denis and Denis (1995) study 908 executive succession events that
occurred between 1985 and 1988, and find that the operating returns on assets in-
crease after the turnover. They also find that the performance improvement is more
significant in companies with forced turnover than in those with normal turnover,
Huson, Malatesta, and Parrino (2004) demonstrate that the industry-adjusted and
mean-reverting-adjusted performance of the company before the turnover is
significantly worse than that of the matched sample, bnt the post-turnover perfor-
mance is significantly better than that of the matched sample. Their research results
support the improved management hypothesis but do not support the scapegoat
hypothesis in respect of causes of turnover. The above research resuits suggest that
the internal governance mechanisms seem to be effective; the board of directors can
replace the top executives when appropriate so as to improve the operating perfor-
mance of the firm. In China, however, there is little literature that investigates the
performance change after top executive turnover or the factors affecting the
change. Zhu (2004) stadies the performance change after top executive turnover
and finds that the short-term performance improves after the turnover; however, he
argues that the performance improvement is more likely to be caused by earnings
management than by efficiency improvement. His research sample includes both
forced murnover and unforced turnover cases. The purpose of unforced turnover is
usually not to solve the agency problem, and its influence on performance change
may be negative. Thus, when a study is based on a pooled sample of forced turnover
and unforced turnover cases, it is not possible to predict the direction of the perfor-
mance change after the turnover so as to judge the efficiency of the corporate gov-
ernance mechanisms. In addition, even if the senior executive was fired for poor
performance, the company would not disclose the real reason in China (see the
following section on sample selection}. To mitigate this problem, we-do not divide
the turnover cases into forced and unforced categories according to the turnover
reasons announced by the companies. Instead, we select Chinese listed firms per-
forming poorly as our research subjects, As far as these firms are concerned, when
there is no change in the largest shareholders, the top executive turnover is more
probably due to the agency problem and is a result of the corresponding reaction of
the board of directors. Therefore, focusing on poorly performing listed firms, we
can estimate the efficiency of the internal corporate governance mechanisms in
China by investigating the performance change after top executive turnover,

Moreover, whether or not the internal corporate governance mechanisms are
effective, it is of theoretical and practical importance to study the factors that deter-
mine the efficiency of these mechanisms. In other words, it is even more important
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to investigate why these mechanisms are effective or not. Unfortunately, there is no
research in this field using Chinese listed firms as the sample. Although there is
literature about this field based on firms in Western countries, the conclusions can-
not be applied directly to Chinese listed firms that are operating in a special institu-
tional environment. This paper will empirically study the performance change after
top executive turnover using a sample of poorly performing Chinese listed firms, so
as to provide evidence on the effectiveness of the internal corporate governance
mechanisms in Chinese listed firms. We will also investigate the factors affecting
the effectiveness of these mechanisms to provide a basis for improvement,

The remainder of the paper proceeds as follows. Section II discusses the theories
and hypotheses that are related to our research objectives, and provides a literature
review and an introduction to the institutional background in China. Section III
describes the research method, including data sources, sample selection, the re-
search model, and definitions of variables. The empirical results and analyses are
presented in Section IV. The final section explains the conclusions and limitations.

ll. THEORY ANALYSES AND RESEARCH HYPOTHESES

As it is very difficult for the principal to observe the ability and work effort of the
agent, the investors have to evaluate the top executives based on the operating per-
formance of the firm managed by the executives. But firm performance is not com-
pletely determined by top executives because apart fromn the managerial ability and
efforts, firm performance is also influenced by random shocks like the industry
cycle. Consistent with Hotmstrom (1982), we assign y, = fin, ) + £, where y 15 the
performance of the company, 77 the ability of top executives, u the magnitude of
executive efforts, and £ a random shock that is normally distributed with a mean of
zero. € is often caused by special events at the industry or firm level. The assump-
tion of £, indicates that the shock is temporary, and the performance change caused
by the shock is mean-reverting. Thus, there must be a positive (negative) perfor-
mance change after a negative (positive) shock. If this condition is met, the mean of
g will be 0, and its influence will be random and will not show a necessary trend.

The main theories explaining the performance change indnced by forced turn-
over in Western literature are the scapegoat hypothesis and the improved manage-
ment hypothesis. Based on the special institutional background in China, we further
propase the propping hypothesis.

2.1 Scapegoat Hypothesis

The scapegoat hypothesis is based on the agency models of Holmstrém (197Y),
Shavell (1979), and Mirrlees (1976). According to the scapegoat hypothesis, top
execntives are all alike in terms of management ability, and the performance of the
company i$ mainly determined by their efforts and external random shocks. Since
the efforts of top executives are not directly observable, the shareholders have to
evaluate them based on firm performance. However, tap executives resist efforts,
so they are imposed with the probability of dismissal it firm performance is low. In
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equilibrium, all executives provide the same magnitude of efforts, and only those
who are unlucky to be affected by random shocks are fired. The board of directors
understands that ali top executives are alike in terms of their efforts, but they need
to fire the poorly performing executive to send & signal to other executives that they
should work hard. Since the successors do not have higher management ability,
they cannot improve firm performance only by their own managerial quality.
Consequently, the top executive dismissed for poor performance can be viewed as a
scapegoat (Huson, Malatesta, and Parrino, 2004}, Since the mean of random shocks
will revert, the performance change caused by stochastic events will tend to zero. If
the stochastic events already have a negative effect on performance prior to the
turnover, it will have a positive effect on performance after the turnover. But it
should be noted that the performance improvement is not caused by efficiency
enhancement. Therefore, we propose the following hypothesis based on the scape-
goat hypothesis:

H1.0: The operating performance will improve after top executive turnover
without controlling for the mean-reverting effect, but no significant improve-
ment will be observed after controlling for the mean-reverting effect.

2.2 Improved Management Hypothesis

According to this hypothesis, management ability varies among top executives.
Shareholders or the board of directors could infer management ability from the
realised firm performauce; in ether words, the operating performance is regarded as
a signal of the ability of top executives. The board of directors, which is responsible
for implementing the internal corporate governance mechanisms, would award or
punish the executives based on their ability and efforts. The better the directors play
the internal monitoring role, the more likely it is that the executives with agency
problems will be replaced by competent successors, If the operating performance is
poor, and the benefit of top executive turnover exceeds the cost of it to the firm, the
board of directors would replace the executive. In addition, the turnover may be the
result of corporate governance improvement, which will also have a positive effect
on firm performance. We thus propose the following hypothesis based on the im-
proved management hypothesis:

H2.0: With or without controlling for the mean-reverting effect, top executive
turnover will sipnificantly improve the operating performauce of the firm.

But what factors would infleence the turnover decision of the board of directors?
We consider that the better the internal corporate governance, the higher will be the
quality of the successor. The factors influencing the turnover decision of the board
can be analysed in terms of the following three aspects: (1) independence, (2}
behaviours, and (3) incentives (Yu, 2003). Accordingly, we study the independence
of the board of directors in terms of the CEQ/Chair duality and the presence of
independent directors, the behaviours of the board of directors in terms of the fre-
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quency of board meetings, and the incentives for the board of directors in terms of
the proportion of directors holding ownership stakes.

2.2.1 Independence

The principal-agent theory indicates that shareholders could use the board of direc-
tors to monitor the CEOQ. If the CEO also chairs the board, it means that the chair/
CEO will have to monitor himself or herself, violating the self-interests of the chair/
CEO. Hence, the principal-agent theory supports the separation of the two posts to
mitigate the agency problem. Boeker (1992), Dahya et al. (1998), and Goyal and
Park (2002) all find the entrenchment effect resnlting from the CEQ/Chair duality
that it is difficult to replace the CEQ, who has more powers to resist the turnover.
But Donaldson (1990} and Boyd (1995} demonstrate that the duality could provide
the CEO with more powers to adapt to the changing environment quickly, thus
enhancing the innovative ability of the enterprise. Comparing the two kinds of .
views, the agency theory may slightly dominate. A number of regulators (Cadbury
Committee, 1992; Hampel Committee, 1998; China Securities Regulatory
Commission, 2002) recommend that listed companies adopt the non-duality
system. According to the principai-agent theory, if CEQ/Chair duality is removed
after the turnover, the agency problem will be reduced, thus improving the operat-
ing performance. In contrast, it dnality is adopted after the turnover, the agency
problem will increase, thus damaging firm performance. Therefore, we propose the
following hypothesis:

HZ2.1: If CEQ/Chair duality is removed after the turnover, firm performance
will improve; it CEQ/Chair duality is adopted after the turnover, firm perfor-
mance will be damaged.

The mdependence of the directors will also affect the effectiveness of internal
governance mechanisms. Since independent directors are less likely to be under the
direct constraints of the controlling shareholders and firm management, the board
can make decisions on the operations of the firm independently. Weisbach (1988)
and Borokhovich et al. (1996) report that compared with inside directors, outside
directors are more likely to fire a poorly performing CEQ and to hire a successor
who will increase firm value, But some scholars do not agree with this suggestion,
For example, Fama and Jensen (1983) point out that a director has motives for
establishing a reputation as a monitoring expert, but meanwhile, it is also important
for the director to establish a reputation that he or she will not cause the CEO any
trouble. The findings of Gilson (1990) and Kaplan and Reishus (1990) indicate that
an independent director employed by several companies may become dependent
when his or her opinions differ from those of the CEO for fear of not being em-
ployed by other companies. In addition, the independent director may have less
knowledge of the operations of the enterprise when compared with the inside
directors. And if the independent director holds seats on the boards of several
companies, he or she may not have enough capacity to follow company business.
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As the capital market in China develops, the system of independent directors, as
part of the internal corporate governance mechanism, increasingly atiracts attention
from the community. The China Securities Regulatory Commission (CSRC)
started to promote the adoption of the independent director system in listed firms
and fund houses in 2001.° In order to stndy the effect of the monitoring role of
independent directors, we propose the following hypothesis.

H2.2: If there are independent directors on the board before the turnover, firm
performance is more likely to improve after the turnover.

2,2.2 Behaviours

Jensen (1993) suggests that (1) routine tasks absorb mnch time during bhoard
meetings, limiting opportunities for directors to monitor management
meaningtully, and so the board should be relatively inactive; (2) for firms equipped
with a highly efficient system of interna) corporate governance, board meetings are
held on a regular basis but not so frequent that it is easy for the board to reach a
consensus; and (3) board meetings are frequently held usually when problems arise,
s0 board meetings serve as a fire-fighting device rather than as a proactive measure
for improving corporate governance. In other words, the higher frequency of board
meetings may be a response to poor performance. Nikos (1999) finds that firms
whose boards meet more frequently are less valued by the market. Yu (2003) finds
that the freqnency of board meetings significantly increases when the performance
of a Chinese listed company becomes poor. Li and Lai (2004) indicate that there is
a significantly negative relation between the accounting performance for the previ-
ous year and the board meeting frequency. The above Chinese research results sup-
port the conclusion of Jensen that board meetings serve as a reactive action rather
than as a proactive measure,

The consequences of higher board activity are uuclear. Nikos (1999) finds that
operating performance improves during the years following abnormal board
activity. But Yu (2003) does not find any significant improvement in firm perfor-
mance after a significant increase in board meetings. Li and Lai (2004) find that an
increase in meeting frequency does not have a significant effect on the economic
value added of the listed firm. Hg er a/. (2005) find that an increase in board meet-
ings does not help firm performance, and to a certain extent is negatively related
to performance change. They also find that a board cannot control expenses
effectively. From the above resuits, it may be concluded that the boards of Chinese
listed firms are inefficient. Therefore, we propose the following hypothesis:

H2.3: Although the frequency of board meetiugs increases during the year be-
fore the furnover, firm performance will not improve and may even worsen
after the turnover.

*  During cur sample period, the CSRC did not require listed firms to hire independent direc-

tors compulsorily.
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2.2.3 Incentives

Morck et al. (1988) find a significant positive relation between the proportion of
shares held by management teams and firm value (Tobin’s Q). Applying this finding
to directors, we can infer that directors who do not hold shares of the company will
not be motivated to make responsible decisions. Chinese listed firms are usually
reorganised from state-owned enterprises, and some directors do not receive sala-
ries from the firms they work for. These unpaid directors have certain power, and
thus should bear responsibility for their decisions. Bur because they do not have
equity ownership, they are likely to entrench the resources of the listed firms
through other means. The enterprise organisation theory points out that an improve-
ment of firm performance does not merely depend on a certain Ieader, but also on —
and mainly on — the management team (Yu, 2003). Based on the above theory, we
predict that if there is a larger proportion of board directors holding shares of the
listed firm, the efficiency of internal corporate governance will be higher and the
successors will be more qualified. Therefore, we propose the-following hypothesis:

H2.4: If there is a larger proportion of board directors holding shares of the
listed firm during the year hefore the turnover, firm performance will be more
likely to improve after the turnover.

2.3 Propping Hypothesis

The potential assumption of the above three improved management hypotheses is
that a highly efficient board of directors will hire highly qualified top executives,
thereby improving corporate performance. But Chinese listed firms usually have
strong controlling shareholders and weak boards of directors (Li et of., 2004), The
controlling shareholder should not be ignored while smdying the efficiency of inter-
nal corporate governance in Chinese listed firms. In order to maintain a steady de-
velopment in the capital market, the Chinese government intends to control the
quantity and quality of listed firms. The number of firms permitted to list directly
through an [PO is very small whether under the past or the current system of listing
approval (Li and Zeng, 2003). Once the firm is qualified to list on the market, it is
possible that the firm will also be qualified to raise additional capital. Many special
behaviours of listed firms in China are related to the demand for financing through
rights issues and seasoned equity offerings.

The concepts of propping and tunnelling are interrelated; the former means that
the controlling shareholders transfer their own resources into the listed firms they
control, while the latter means that the controlling shareholders expropriate the in-
terests of the minority shareholders by tunnelling resources out of the listed firms,
Friedman, Johnson, and Mitton (2003} consider that only from the interrelated per-
spective of propping and tunnelling can we explain the financing behaviours of
listed firms in the emerging market. In China, quite a number of listed firms are
spin-offs of state-owned enterprises in order to meet the listing requirements.
Although most state-owned parent enterprises and listed firms seem to be indepen-
dent of each other, they have in fact formed close relationships. The businesses,
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facilities, finance, and capital funds of the state-owned parent enterprises and
the listed firms are linked to each other in many aspects. If a senior executive holds
positions in both the listed firm and the parent, insider transactions of propping
and tunneliing between the parent and the listed firm may become more prevalent.
Li er al. (2005) find that when the performance of a listed firm is so low that it will
or may fose ifs listing status, the parent firm is likely to prop it up. It is very difficnis
to change top executives in China without permission from controlling
shareholders. The turnover itself can be a result of the efforts given by the controi-
ling shareholder to improve firm performance, and the easiest way to improve per-
formance is to transfer resources from the parent company 1o the listed firm to prop
it up. When top executive turnover occurs and the successor also holds a position in
the parent company, it provides a convenieut means for the parent to carry out
propping, and it also demonstrates the willingness of the parent company to im-
prove the performance of the listed firm. Therefore, we propose the following
hypothesis: - :

H3: If the successor holds a position in the parent company, firm performance is
more likely to improve after the turnover.

ll. RESEARCH METHODOLOGY

3.1 Data Source and Sample Selection

The data on top executive turnover, financial variables, and corporate governance
are mainly sourced from the CSMAR database.” During the period from 1 January
1999 to 31 December 2001, there are 1672 announcemeuts of top executive turn-
over as shown in the CSMAR database. We further execute the following proce-
dures on the observations to obtain the sample.

1. Since we focus on the efficiency of internal corporate governance
mechanisms, we exclude turnover observations that are iuduced by the
change of controlling shareholders, which is one of the external corporate
governance mechanisms.

2. We exclude observations where fop executive turnover occurs twice or more
in three years because it is difficnlt to calculate the performauce change for
the two years after a turnover.®

3. We exclude IPO firms where top executive furnover occurs during the year of
listing because we cannot obtain the performance data for the year before the
turnover. We also exclude firms in the financial industry because of their spe-
cial industry characteristics.

4. We exclude the observations whose operating returns on assets or returns on

7 Some daia about the variables are taken from the CCER Chinese Capital Market database.
* This paper investigates the performance change for the two years after top executive -
over to study the effectiveness of the internal corporate governance mechanisms.
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equity for the year before the turnover exceed the industry median.® The inter-
nal corporate governance mechanisms work usvalty when the top manage-
ment has serious agency problems, which are often reflected in poor operating
performance.'® The two returns figures of the remaining observations are both
below the industry medians.
5. Finally, we exclude the two firmas that were delisted at the end of 2003.
Following the above sample selection process, we obtain the final sample com-
prising 86 observations. Panels A and B of Table 1 show the sampie selection
processes for investigating the performance change after the turnover and for

Tahle 1 Sampie Seleciion Process

Sample Selection Process Observations  Remaining
excluded observations

A: Comparison of performance before and after top
executive turnover

Turnover observations from the CSMAR database 1672
between 1 Jan 1999 and 31 Dec 200}
Exclude: turnovers due to the change of the largest 120 1552
shareholders
firms where turnover occurs twice or more in 1225 327
three years
firms where turnover occurs during the year of 26 301
fPO, and financial firms
firms whose QROA or ROE exceads the 213 88
industry median
firms delisted at the end of 2003 2 86

B: Analysis of factors affecting performance change after
top executive turnover
Exclude: observations without data on whether the 13 73
executive holds a position in the holding
company after the turnover

observaiions without data on CEQ/Chair duality 6 &7
before and after the turnover

observations without data on the attendance 1 66
rate of shareholders” meetings before the
turnover

?  The industry categorisation is based on the Guidelines en Industry Categorisation promul-

gated by the CSRC in 2001. According to these guidelines, we ciassify all the firms into 21
industries and use the ewo-digit code to classify manufacturing companies and the one-digit
code for other companies,

We assume that when the two returns figures of the firm are both below the corresponding
industry medians, the firm may have agency problems.

10
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Table 2 Analysis on the Disclosed Reasons for Turnover

Disclosed reasons Frequency Percentage (%) Cumuiative
percentage (%)

Terminaticn of tenure 33 36.05 36.05
Transfer 21 2442 60.47
Irproving corporate governance 12 13.95 74.42
Resignation 8 930 83.72
Retirement 6 6.98 §0.70
Undisclosed 4 4.65 05.35
Health 3 3.49 98.84
Dismissal 1 1.16 100.00
Total 86 100.00 100.00

Notes: *Termination of tenure” means departure due to teawre termination; “transfer’” means
departure due to job transfer; “improving corporate governance” means departure due o the
improvement of corporate governance; “resignation” means the voluntary resignation of
the executive; “retirement” means departure due io retirement or old age; “h=alth” means
departure for health reasons or due to death; “dismissal” means departure due to dismissal
by the listed company. :

mvestigating the factors influencing the performance change, respectively. The
sample for Panel B further excludes some observations where data are not
available, !

Table 2 shows the disclosed reasons for top executive turnover of the 86 sample
tirms. Although the sample inclndes poorly performing firms only, there is only one
observation disclosing that the reason for the turnover is dismissal; this suggests
that even if the senior executive is dismissed due to poor performance, the firm may
not disclose the real reason. This is also the reason why we do not classify the
turnovers into forced and unforced ones according to the announcements of the
firms.

When comparing the performance change after controliing for the mean-
reverting effect, we need to find a matched sample. The matching procedures are as
foliows: when the first condition is met, it is used as the matching criterion;
otherwise, the next condition would be considered. The median of the matched
sampie is used as the measure for comparing the performance change. Consistent
with Barber and Lyon (1996), the conditions for matching are as follows: {1) for the
year belore the turnover, the matched firm engages in the same industry as the firm
in the iest sainple, and the difference in operating returns on assets as well as that in
returns on equity between the two firms is Iess than 10 per cent; (2) for the year

' To fully utilise the ¢bservations, we nse different samples for investigating the performance
change after the turnover and for investigating the factors influencing the performance

change. The latter is a sub-sample of the former,
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before the turnover, the difference in operating returns on assets as well as that in
returns on equity between the two firms is less than 10 per cent. The final matched
sample includes 83 firms meeting Condition (1) and 3 firms meeting Condition (2)
but not Condition (1).

3.2 Model and Variables

3.2.1 Testing the performance change after top executive turnover
Firm performance can be calculated based ou markei performance or accounting
performance, and international literature usually uses market performance to mea-
sure the performance change after top executive turnover induced by the internal
corporate governance mechanisms. Huson, Malatesta, and Parrino (2004) criticise
that prior literature focuses on the event study on turnover announcements, and
there is no clear theory to explain or predict the direction of the market response to
the turnover, because market responses reflect not only a prediction of performance
change after the turnover but also an adjustment to the current firm value. For
example, when an excellent executive succeeds to the position in a distressed firm,
the market response can be positive or negative. If the investors predict that the
future performance will improve, the market response is likely to be positive;
whereas, if the investors think that the firm is previously overvalued, the market
response is likely to be negative. In fact, the evidence found from the literature
about market responses to top executive turnover is inconsistent. Bonnier and
Bruner {1989) and Weisbach (1988) find positive market responses, but Khanna
and Poulsen (1995) find negative market responses. Reinganum (1985) and Warner
(1988) find positive but insignificant results. Considering the zbove limitations of
an event study for market performance and the low efficiency of the Chinese stock
markets, we use accountiug numbers to measure firm performance. When testing
the performance change after top executive turnover, we test (1) the factors for
controlling the industry effect only, and (2) the factors for controfling both the
industry and mean-reverting effects, so as to test whether or not the scapegoat
hypothesis and the improved management hypothesis hold in China. The formula
for calculating the performance change and the defiuitions for performance mea-
sures are shown in Tables 3 and 4, respectively.

Since BOROA is less likely to be confounded by the effect of earnings
management, we use it as the main measure of performance, and others as the mea-
sures used for robustness checks. The cbange in the main operating returns on as-
sets can be divided into the change induced by an improvement in operational
efficiency (that is, the asset turnover ratio (ASSERTURN)) and that induced by an
improvement in profitability {that is, main operating returns on sales
(RETURNOFSALE)). We compare the changes in these two measures after the
turnover, so that we can analyse the sources of performance change. Behaviours of
earnings management are usually found before and after top executive turnover,
and in China, below-the-line items are often used for earnings management (Chen
and Yuan, 1998; Haw et al., 2005). Therefore, we also test the change in EQA (the
ratio of below-the-line items to total assets) after the turnover.
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Table 3 Formulae for Calculating Performance Change

Purpose of measurement Formulae
Performance change after the turnover P = Xw -X
Performance change of the matched sample for the corresponding years Po=X =X
Performance change after controlling for the industry or mean- P =P ~P

reverting effect, or other confounding effect

Notes: (1) X represents the measures of performance change; post denotes the period after
the turnover; pre denotes the peried before the turnover: ¢ denotes the matched sample;
cpost denotes the value after the turnover for the matched sample; epre denotes the value
before the turnover for the matched sample; (2) the measures for the matched sample are the
industry median, and the median of the sample aflter controlling for the industry, mean-
reverting, and other confounding effects.

Table 4 Definitions of Variables

Variahles Definitions

BOROA Main Operating Income / Tota} Assets

OR0OA Operating Income / Total Assets

ROA Net Income / Total Assets

OROE Operating Income / Equity

ROE Net Income / Equity

ASSERTURN Sales / Total Assets

RETURNOFSALE Main Operating Income / Sales

EOA {Net Gains from Investment + Net Gains from Non-Operating

Activities + Subsidies) / Total Assets.

3.2.2 Testing the factors affecting the performance change
According to the above analysis, we establish the following model to investigate
the factors affecting the performance change after top executive turnover:

Perform = o+ f3, *Dualtono + B,*Notodual + B, *Boardhold + 8, *Indepdirect
+ B ¥Independence + B, *Chairman + B *Boardmeet
+ By*Shareattend + B *Financontr + B, *Lnasset + B, *Year99
+ B, *Year00 + ¢, (1)

where [} is the intercept, f, to B, are the coefficients, and ¢ is the residual. The
meanings of the variables in the model are described befow,

A, Dependent Variables

Perform is the change in performance {(after controlling for the mean-reverting
effect) after the turnover relative to the performance for the year before the
turnover. We use the performance (after controlling for the mean-reverting effect)
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for the first year and the second year after the turnover to represent firm perfor-
mance after top executive turnover in the latter analyses. For simplicity, we conduct
regressions mainly on the performance measures BOROA, OROA, and OROE.

B. Testing Variables

Dualtono: dummy variable, which takes the value of 1 when CEQ/Chair duality
is removed after the turnover, and 0 otherwise. This variable is used to test the
effect of board independence on the performance change; therefore, its coefficient
should be positive according to the hypothesis H2.1.

Notodual: dummy variable, which takes the value of 1 when the firm adopts
CEO/Chair duality after the turnover, and {} otherwise. This variable is also used to
test the effect of board independence on the performance change; therefore, its
coetficient should be negative according to the hypothesis H2.1.

Boardhold: the proportion of board directors holding shares of the firm one year
before the turnover. This variabie is used to test the incentive effect of the board on
the effectivencss of board decisions; therefore, its coefficient should be positive
according to the hypothesis H2.4.

Indepdirecr: dummy variable, which takes the value of 1 if there are independent
directors on the board one year before the turnover, and  otherwise. This variable
is used fo test the effect of board independence on the effectiveness of board
decisions; therefore, its coefficient is expected to be positive according to the
hypothesis H2.2.

Independence: durnmy variable, which takes the vajue of 1 if the successor holds
a position in the controlling company, and 0 otherwise. This variable is used fo test
the propping hypothesis, and its coefficient should be positive according to the hy-
pothesis H3.

Boardmeer: the difference between the number of board meetings one year be-
fore the turnover and the industry median.'? This variable is used to test the effect of
board decision efficiency on the performance change after the turnover, and its
coefficient should be negative or insignificant according to the hypothesis H2.3.

C. Control Variables

Chairman: dummy variable, which takes the value of 1 if the leaving executive
also chatrs the board, and 0 otherwise. It is used to control for the effect of turnover
type on firm performance.

Shareattend: the attendance rate (based on the shares held by each shareholder)
of the shareholders” meetings one year before the turnover. It is used to control for
the effect of concerns of shareholders on the performance change.

Finacontr: dummy variable indicating the type of ultimate controlling
shareholder, which takes the value of 1 if the firm is ultimately controlled by the

? We tried 10 use the difference between the number of board meetings before the turnover
and the average number of board meetings after the turnover as the abnormal ehange in the
number of beard meetings. But we found that during our sample period, the number of
board meetings increases year by year systematically, so we gave up this method, and used
the industry median of the number of board meetings as the benchmark for comparison.
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state, and O otherwise. It is used to control for the effect of the type of ultimate
controlling sharehofder on the performance change after the turnover.*

Lnasset: the natural logarithin of total assets as at the end of the year before the
turnover. This variable is used to control for the effect of firm size on the perfor-
mance change after the turnover.

Yeqr9%: dummy variable, which takes the value of 1 if the turnover occurred in
1999, and 0 otherwise. 1t is used to controi for the effect of the time of turnover on
the performance change.

Year00: dummy variable, which takes the value of 1 if the turnover occurred in
2000, and 0 otherwise. It is used to control for the effect of the time of turnover on
the performance change.

IV. EMPIRICAL RESULTS AND ANALYSES

4.1 Performance Change after Top Executive Turnover

Table 5 shows the performance change adjusted by the industry median. All the
performance measures improve one year after the turnover relative to the year be-
fore the turnover. The performance for the second year after the turnover also im-
proves when compared with that for the year before the turnover; in particular, the
performance improvements measured by the main operating returns on assets for
the year of turnover, and the first and second years after the turnover are ajll signifi-
cant at the 0.01 level. The variabie EQA is not significant, indicating that when
compared with other firms in the same industry, the firms experiencing top execu-
tive turnover do not show a higher level of earnings management. Although perfor-
mance of the firms experiencing turnover improves when compared with that of the
other firms in the same industry, the improvement may be due to the poor perfor-
mance before the turnover and the mean-reverting effect after the wruover. Iu other
words, the scapegoat hypothesis cannot be ruled out merely by controfling for the
mdnstry effect when comparing firm performance.

Table 6 provides the statistical results after controlling for the mean-reverting
effect. If the test sample is affected by the mean-reverting effect, the matched
sample should also be affected. Hence, if after controlling for the mean-reverting
effect, the performance change for the test sample remains larger than that for the
matched sample, the scapegoat hypothesis will be ruled out. The results in Table 6
are very similar to those in Table 5, indicating that the scapegoat hypothesis does
not hold. Therefore, our statistical results do not support the hypothesis H1.0, and
do not reject the hypothesis H2.0.

** Since we focus on the effectiveness of internal corporate governance mechanisms, we do
not consider turnovers induced by a change of the controlling sharcholder; in other words,
our sample has no observations involving the change of controlling shareholder, and there
is no available data about the ultimate controlling shareholder in 1998. Therefore, we
directly use available data for the year of turnover to determine the type of ultimate control-
ling shareholder.
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Table 5 Performance Change after Top Executive Turnover {(Industry Effect Controlled)

Year BOROA OROA ROA OROE
{-1,0) 0.0092 0.0069 0.0033 0.0093
(0.002 )%=+ (0.071)* (0.312) (0.168)
(~1, 1) 0,0179 0.0097 0.0107 0.0169
(0.000y*** {0.005)#*=x* (0.005)x** {0.069)*
(-1.2) (.0150 0.0138 0.0145 0.0148
(0.001)*== {0.010)%** (0.010)*** {0.130)
Year ROE EQA RETURNOQFSALE ASSERTURN
{~1,0) 0.0065 0.0000 0.0091 0.0303
(0.543) (0.207) {0.037yx* (0.047)%*
(=1, 1} 0.0141 ~0.0002 0.0080 0.0244
{0.038)** {0.514) {0.142) (0.037)y**
(-1,2) 0.0152 0.0001 0.0147 0.0260
(0.186) (0.469) (0.438) {0.021 pk=

Notes: Since the measures of performance change are not necessarily normally distributed,
we use the Wilcoxon median test; ***, *# and * denote a statistical difference from zero
and a significance at the 0.01, 0.05, and 0.10 levels, respectively (two-tailed test).
BOROA: Main Operating Income / Total Assets;

OROA: Operating Income / Total Assets;

ROA: Net Income / Total Assets;

ORQE: Operating Income / Equity;

ROE: Net Income / Equity;

ASSERTURN: Sales / Total Assets;

RETURNQOFSALE: Main Operating Income / Sales:

EOA: (Net Gains from Investment + Net Gains from Non-Operating Activities + Subsidijes)
! Total Assets,

4.2 Descriptive Statistics for the Factors Affecting the Performance
Change

Table 7 shows the descriptive statistics for the factors affecting the performance
change. From the table, we find that 39.4 per cent of the sanple firms abandon the
adoption of CEO/Chair duality while 6.1 per cent adopt it after the turnover; 54.4
per cent of board directors hold shares of the firm on average; 1.5 per cent of the
sample firms have independent directors; 33.3 per cent have the senior executives
holding positions in the controlling company; 27.3 per cent have the chairs
replaced; the average number of board meetings dnring the year before the turnover
is (.045 times less than the industry median; the average attendance rate of share-
holders’ meetings is 63.9 per cent; 8.1 per cent of the sample firms are ultimately
controlled by the state; and 25.8 per cent and 48.5 per cent have top executive
turnover in 1999 and 2000, respectively.
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Table 6 Performance Change after Top Executive Turnover (Mean-Reverting Effect
Controlled)

Year BOROA OROA ROA ORCE
(-1, 0) 0.0085 0.0052 0.0039 0.0063
(0.007)F%* (0.327) {0.952) (0.242)
(-1, 1) 0.0188 0.0148 0.0091 0.0236
{0.000)+** (0.016)%* {0.042)** (0.077)*
(~1,2) 0.0155 0.0181 0.0112 0.0263
(0.001 y=#* (0.023)** {0.031)*= (0.153)
Year ROE EOA RETURNOFSALE ASSERTURN
(-1, 0 0.0044 -0.0002 0.0113 0.0039
(0.639) (0.370) (0.019)** (0.584)
(=1, B 0.0200 -0.0015 0.0132 0.0176
(0.026)y%* (0.426) (0.098)* (0.066)*
(-1,2) 0.0191 -0.0014 0.0097 0.0060
(0.089)* (0.187) (0.422) (0.092)*

Notes: Since the measures of performance change are not necessarily normally distributed,
we use the Wilcoxon median test; *#%, #* and * denote a statistical difference from zero
and a significance at the 0.01, 0.05, and (1.10 levels, respectively {two-tailed test).
BOROA: Main Operating Income / Total Assets;

OROA: Operating Income / Total Assets;

ROA: Net Income / Total Assets;

ORCOE: Operating Income / Equity;

ROE: Net Income / Equity;

ASSERTURN: Sales / Total Assets;

RETURNOFSALE: Main Operating Income / Sales;

EQA: (Net Gains from Investment + Net Gains from Non-Operating Activities + Subsidies)
/ Total Assets.

4.3 Multivariate Regressions for Analysing the Factors Affecting the
Performance Change

Table 8 presents the regression results for the factors affecting the performance
change. All models fit well except for the model with dependent variable OROE.
In all models, the VIF value of each variable is less than 3 and the D-W value is
around 2 (not reported), indicating that the models have no serious problems of
multicollinearity and heteroscadasticity.

The regression coefficients of Independence are all positive. Out of the six
regressions, five are significant at or below the 0.15 level, of which at least three are
significant at the 0.02 level, indicating that if the successor holds a position in the
controliing company, there will be an improvement in firm performance, thereby
supporting the propping hypothesis. One possible explanation for this phenomenon
is that when the successor holds a position in the controlling company, on the cne
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Table 7 Descriptive Statistics for the Variabies

Variables N Mean 5.D. Median Min. Max.

Dualtono 66 0.394 0.492 0.000 0.000 1.000
Notedual 66 0.061 0.240 0.000 0.000 1.000
Boardhold 66 0.544 0.296 0.551 0.000 1.000
Indepdirect 66 0.015 0.123 0.000 0.000 1.000
Independence 66 0.333 0.47s 0.000 0.000 1.600
Chairman 66 0.273 0.449 0.000 0.000 1.000
Boardmeer 66 ~0.045 1.790 0.000 --3.000 5.000
Shareattend 66 0.639 0.132 0.635 0.330 1.000
Finacontr 66 0.081 0.275 0.000 0.000 1.000
Lnasset 66 11.705 0,925 11.573 10.082 14,613
Year99 66 0.258 0.441 0.000 0.000 1.000
Year(0 66 0.485 0.504 0.000 0.000 1.000

Notes: The definitions of the variables are as follows:

Dualione: dummy variable, which takes the value of' 1 when the adoption of CEQ/Chair
duality is removed after the turnover, and 0 otherwise;

Notodual: dummy variable, which takes the value of 1 when CEO/Chair duuhty is adopted
after the turnover, and 0 otherwise;

Boardhold: the proportion of board directors holding shares of the firm before the turnover;
Indepdirect. dummy vanable, which takes the value of 1 if the board has independent directors
during the year before the turacver, and 0 otherwise;

Independence: dummy variable, which takes the vatue of 1 if the successor holds a position
in the controlling company, and 0 otherwise;

Chairman: dummy variable, which takes the value of 1 if chair turnover occurs, and 0
otherwise;

Boardmeet: the difference between the number of board meetings during the year before the
ternover and the industry median;

Shareattend: the attendance rate {based on the shares held by each shareholder) of the
shareholders’ meetings one year hefore the turnover:

Finacontr: dommy variable indicating the type of ultimate controlling shareholder, which
takes the vajue of 1 if the firm is ultimately controlied by the state, and 0 otherwise;
Lnasser: the natural fogarithm of the total assets as at the end of the year before the turnover;
Year99: dummy variable, which takes the value of 1 if the turnover occurred in 1999, and 0
otherwise;

Year00: dummy variable, which takes the value of 1 if the turnover occurred in 2000, and 0
otherwise.

hand, the controlling shareholder has the ability to prop the listed firm up; on the
other hand, it is hard to replace senior executives in China without the support of
the controlling shareholder, who shows its support for the listed firm by dispatching
an officer to succeed to the position in the subsidiary.

The regression coefficients of Boardmeet are all negative, and five and four out of
the six regressions are significant at the 0.11 level and the 0.05 level, respectively.
The variable Boardmeet measures the efficiency of board decisions, so the results
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for this variable indicate that a higher number of board meetings leads to lower firm
performance, suggesting that the board meetings may not be efficient. This result is
consistent with the conclusion of Jensen (1993) that a highly efficient board of
directors would not hold meetings frequently, and with the conclusion of Yu (2003)
that an abnormal increase in board meetings does not improve firm performance, as
well as with the finding of Hu ef al. (2005) that the increase in the frequency of
board meetings in Chinese listed firms is negatively related to the future perfor-
mance of the firms.

The coeffictents of the variable Indepdirect, which measures board
independence, are significant in some regressions and positive in most of the
regressions. Three regressions are significant at the .10 level and one at the .05
level, supporting the hypothesis H2.2 that board independence has a positive effect
on the selection of competent executives by the board. This result is consistent with
the findings of Weishach (1988) and Borokhovich ef al. (1996) that outside direc-
tors are more likely to fire the unqualified executives and to appoint qualified candi-
dates than inside directors. Four regression coefficients of Notodual are negative
and significant at or below the 0.10 level when comparing the performance for the
second year after the turnover and that for the year before the turnover, whereas ait
six regression coefficients of Dualfono are insignificant, indicating that the adop-
tion or removal of CEQ/Chair duality has different effects on firm performance.
When board independence is weakened, firm performance may be harmed; whereas
when it is strengthened, firm performance may not improve. A possible explanation
for this result is that it is more difficult to improve firm performance than to damage
firm performance.

The coefficients of the variable Boardhold are not significant, suggesting that due
to the small size of director equity ownership in China, there is no strong incentives
for directors to improve tirm performance.

For the control variables, we find that chair turnover has a weaker effect on per-
formance improvement than CEQ turmover, and this result is significant in many
regressions. A possible reason for this is that we focus on internal corporate gover-
nance mechanisms, and do not investigate the external corporate governance
mechanisms, such as the effect of the controlling shareholder, who is much stronger
than the board of directors in respect of corporate governance in China. On the one
hand, the strategies set by the board are mainly determined by the controfling
shareholder, and these strategies may remain unchanged even if the chair is
replaced. On the other hand, since the CEO is responsible for the enforcement of
strategies, his or her work is more technical than that of the chair, and the agency
chain between the CEO and the controlling shareholder is thus fonger than that
between the chair and the controiling shareholder. Therefore, CEO turnover is more
tikely to solve the agency problem and improve firm performance than chair
turnover. Few coefficients of the control variables Shareartend, Finacontr, and
Inasset are significant, indicating that the concerns of the controiling shareholder,
the type of ultimate controlling shareholder, and firm size all have iittle effect on the
performance change after the turnover.
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V. CONCLUSIONS AND LIMITATIONS

This paper investigates the performance change and the factors affecting the change
after top executive turnover in poorly performing Chinese listed firms. For those
poorly performing firms having serious agency problems, we find that top execu-
tive tninover has indeed a positive etfect on firm performance, and that the perfor-
mance improvement after the turnover is not due to the mean-reverting effect.
However, the performance improvement is not fully due to an improvement in
operational efficiency either; it is partly caused by the propping activities of the
controlling shareholder, especially when the successor holds a position in the con-
trolling company. We also find that for a board with low efficiency, although board
meetings are frequently held to try to solve the problem, these meetings do not work
and even damage firm performance. Therefore, it is important to improve the deci-
sion efficiency of board meetings. The frequency of board meetings may not be the
major concern, because the existence of frequent board meetings itself might be a
signal of weak corporate governance. Board independence has a positive effect on
firm performance, and the presence of independent directors is beneficial to the
selection of the successor. But it should be noted that during the sample period, the
CSRC did not require the listed firms to hire independent directors; therefore,
the above conclusion may not be valid for the later period in which listed firms are
required to hire independent directors. When the board independence decreases, as
measured by the adoption of CEO/Chair duality, top execuiive turnover is more
likely to have a negative effect on firm performance. There is uo evidence that an
increase in the number of directors hoiding shares of the firm is positively related to
firm performance. This may be due to the small size of shareholding which means
that no strong incentive effect can be generated.

In the sample selection process, we find that quite a few firms have frequent top
executive turnovers, and some firms even experience several incidences of furnover
in one year. We are thus unabie to obtain clean data on firm performance for the two
years after the turnover. Due to this limitation, we exclude many firms in the sample
selection process. Our sample can be treated as the result of an equilibrinm state,
and we investigate the factors affecting the equilibrium state. For future research, it
is still important to iuvestigate the uature of firms with frequent top executive turn-
overs and the corresponding conseqnences. Moreover, we have not analysed the
different methods used by the controlling shareholder to prop the listed firm up
when the successor holds a position in the controlling company. Finally, we have
not investigated the effect of external corporate governauce mechanisms and the
institutional environmeat of corporate governance on the efficiency of internal cor-
porate governance mechanisms, which may be a more important issue deserving
investigation. This study cau be a starting point for future research, which may
focus on the above three limitations.
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