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1. Introduction

It is widely recognized that the separation of ownership and control in large public
corporations may cause managers to pursue goals other than maximization of shareholder value
(Berle and Means (1933), Jensen and Meckling (1976)). The potential conflict between
managers and shareholders is especially great when a firm is considering a merger or acquisition.
Mergers and acquisitions often involve large uses of capital and have the potential to create or
destroy large amounts of shareholder value. The fact that a large proportion of corporate
acquisitions are associated with negative acquiring firm returns is often interpreted as evidence
of widespread agency problems in large U.S. corporations.'

This paper examines whether internal governance mechanisms serve to discipline
managers who destroy value in mergers and acquisitions. Mitchell and Lehn (1990) find that the
market for corporate control, generally thought of as an external control mechanism, disciplines
managers who make value-reducing acquisitions. Specifically, they find that, compared with
firms that make value-enhancing acquisitions, firms are significantly more likely to be acquired
themselves if they make value-reducing acquisitions. Following Mitchell and Lehn (1990), this
study examines whether internal control mechanisms also discipline managers who make value-
destroying acquisitions.

The extent to which internal control mechanisms discipline managers is important in its
own right, but especially so in light of the decline in disciplinary takeovers in recent years
(Holmstrom and Kaplan (2001) and Andrade et al. (2001)).  Are there control mechanisms,

other than hostile takeovers, that discipline managers who make value-reducing acquisitions?

! Asquith et al. (1987), Banerjee and Owers (1992), Bradley et al. (1988), Byrd and Hickman (1993), Jennings and Mazzeo
(1991), Servaes (1991), Varaiya and Ferris (1987), Gilson and Black (1995), Rau and Vermaelen (1998), Duggal and Millar
(1999), Becher (2000), Ghosh (2001).



How well do internal governance mechanisms work in providing this discipline? Are managers
who make value-reducing acquisitions more likely to be fired than managers who make value-
enhancing acquisitions? Is the size and structure of boards related to the likelihood that chief
executive officers (“CEOs”) who are “bad bidders” are fired? Are bad bidders less likely to be
fired if they serve as both CEO and chairman of the board? What is the role of ownership
structure? These questions are addressed in this paper.

Anecdotal evidence suggests a link between “bad” acquisitions and subsequent
management turnover. A good example is Quaker Oats’ acquisition of Snapple Beverages in
1994. This acquisition was made at a time when Quaker itself was considered to be a takeover
target. On the day it was announced that Quaker was acquiring Snapple, Quaker’s stock price
had an abnormal decline of 10.48%, resulting in a one-day loss of $493 million for Ouaker’s
shareholders.” Quaker proceeded with the acquisition and, less than three years later its CEO,
William Smithburg, was pressured by Quaker’s stockholders to resign. It was widely recognized
that Smithburg’s departure was directly related to the value destroyed by the acquisition of
Snapple Beverages. The recent departure of Stephen Case as chairman and CEO of AOL Time-
Warner is another high profile example of a CEO who was effectively fired for making an
acquisition that destroyed considerable stockholder value.

To test whether the Quaker and AOL Time Warner cases generalize to a larger sample,
we examine the relation between the stock price reactions to acquisition announcements and
subsequent management turnover for 390 firms that completed acquisitions during the period

from 1990 through 1998. One hundred and eighty of the 390 CEOs who made the acquisitions,

2 Over a narrow event window surrounding the announcement (five trading days before the announcement through one trading
day after the announcement), Quaker’s stock price declined 10.14% resulting in a $412 million loss of shareholder value. Over a
longer window surrounding this announcement (five trading days before the announcement through twenty trading days after the
announcement), Quaker’s stock price declined 18.96%, resulting in a $958 million loss of shareholder value.



or 46% of the sample, were replaced after the acquisitions in what we classify as disciplinary
departures or “firings.” The incidence of CEO turnover is significantly lower for a sample of
136 firms that announced and then cancelled the acquisitions. Only thirty-five of these firms, or
26% of the sample, replaced their CEOs after the acquisition withdrawals.

We find that the acquisition announcement returns for the 180 firms that subsequently
replace their CEOs are highly negative and significantly lower than the corresponding returns for
the 210 firms that do not subsequently replace their CEOs. Logit estimates reinforce this result,
showing that it holds after controlling for other variables expected to be associated with CEO
firings. The logit results also show that CEOs who cancel value-reducing acquisitions are
significantly less likely to be fired than CEOs who proceed with value-reducing acquisitions.

We find no significant relation between several corporate governance variables and the
likelihood that “bad bidders” are fired. Specifically, board size, board independence, ownership
concentration, CEO or insider stock ownership, and whether the CEO also serves as chairman
are not related to the probability that CEOs who make value-reducing acquisitions are fired.

We draw three major inferences from the results. First, the results indicate that internal
control mechanisms discipline managers who stray from value maximization, at least in the
context of mergers and acquisitions. Second, the fact that the corporate governance variables
are not significantly related to the probability that bad bidders are fired is consistent with the
view that these governance mechanisms are chosen optimally, such that no empirical relation
exists between these variables and the probability of CEO firings. Third, the results indicate that
negative bidder returns, on average, reflect value-destroying acquisitions, as revealed by the high

incidence of CEO firings following these acquisitions. This result contrasts with arguments



made in Shleifer and Vishny (2003) that negative returns associated with acquisitions are often
the result of mispriced securities, and not indicative of value-destruction.

Section II reviews relevant literature and describes the hypotheses that are tested.
Section III describes the sample and data used in the tests. Section IV explains the empirical

design and methods. Section V discusses the empirical results and Section VI concludes the

paper.

2. Prediction about the relation between bidder returns and CEO turnover

A large amount of research has focused on the relation between firm performance and the
probability of CEO turnover. Several studies document a negative relation between the
likelihood of non-routine CEO turnover and firm performance (Coughlan and Schmidt (1985),
Warner et al. (1988), Weisbach (1988), Gibbons and Murphy (1990), Murphy and Zimmerman
(1993), Blackwell et al. (1994), and Kang and Shivdasani (1995)). In addition, several studies
document that the market for corporate control plays an important disciplinary role, as
managerial turnover is high in firms that are targets of acquisitions, especially if their pre-
acquisition performance is poor (Martin and McConnell (1991), Kini et al. (1995), Hadlock et al.
(1999), and Harford (2000)). The evidence suggests that internal and external control
mechanisms serve to discipline poorly performing managers.

The stock market’s assessment of a firm’s mergers and acquisitions provides a good
venue for examining the effectiveness of internal control mechanisms in closer detail. Although
mergers and acquisitions are approved by the entire board of directors, they are usually initiated
by the CEO and considered to one of his or her major responsibilities. Furthermore, there is

considerable variation in both the short-run and long-run returns to acquiring firms. The fact that



CEOs usually are responsible for mergers and acquisitions and that there is large variation in the
outcomes of M&A decisions makes this an ideal topic for studying the effectiveness of internal
control mechanisms.

This study focuses on the relation between bidder returns and the likelihood that CEOs of
acquiring firms are replaced. If a CEO creates shareholder value by making an acquisition,
he/she should be rewarded by both the firm and the market. On the contrary, if his/her behavior
is value-decreasing, then the CEO should be disciplined by the external control market and/or the
firm’s board of directors. If the firm’s past value-reducing acquisitions enlarge the firm to the
extent that it becomes insulated from hostile takeovers, then other monitoring mechanisms
should respond to mitigate the loss of shareholder value. Stronger monitoring from the board of
directors and shareholder activism are expected to take place to complement the absence of
discipline from the takeover market. Thus, we expect that CEO turnover is significantly higher
after value-reducing acquisitions than it is after value-enhancing acquisitions.

In an efficient capital market, the change in an acquiring firm’s stock price around an
acquisition announcement provides an unbiased estimate of the value changes associated with
the acquisition. Thus, the returns to acquiring firms around the announcement of mergers and
acquisitions should be significantly lower for “bad” acquirers than for “good” acquirers. Firms
with significant negative abnormal stock returns around acquisition announcement are more
likely to experience forced CEO departure. Therefore, stock market value changes due to
acquisition announcements are expected to be negatively related to the probability of subsequent
management turnover, assuming all else equal.

If a firm withdraws an acquisition after observing a negative stock price reaction to an

acquisition announcement, then the probability that the firm’s CEO is fired should be lower than



the corresponding probability for CEOs of firms that proceed with value-destroying acquisitions.
Therefore, we also test whether cancellation of value-reducing acquisitions reduces the

likelihood of disciplinary CEO turnover.

3. Sample and data

The sample was extracted from the Mergers and Acquisitions database of Securities Data
Company (SDC). The criteria for mergers and acquisitions to be selected from SDC are: (1) that
the merger or acquisition was announced between January 1, 1990 and December 31, 1998; (2)
both the acquiring and target firms are publicly traded; (3) the forms of the deals are mergers and
acquisitions; (4) the status of the deal is “completed”. These criteria resulted in an initial sample
of 2699 mergers and acquisitions. We also required that all firms in the sample be listed on the
Center for Research in Securities Prices (CRSP) database and Standard and Poor’s
COMPUSTAT Research Tape (COMPUSTAT). For each acquisition, if the target firm or
acquiring firm is missing from either CRSP or COMPUSTAT, we excluded that transaction,
leaving 2055 mergers and acquisitions. We imposed an additional criterion for inclusion in the
sample: the relative size of the target firm to acquiring firm is at least 10%. The rationale of
imposing this criterion for the sample selection is that small transactions are less likely to cause a
major impact on the firm’s value and control changes. Size of the firm is measured as the sum of
market value of equity, book value of preferred stock, and book value of debt at the year-end
prior to acquisition announcement. This additional filter reduced the sample to 926 acquisitions.

Financial statement data is obtained from COMPUSTAT, and stock performance data is
extracted from CRSP. Dow Jones News Retrieval and firm proxy statements are used to identify

CEO, CEO turnover, and to record other CEO related data. Proxy statements are available



through LexisNexis. We had to exclude 280 additional acquiring firms because of missing proxy
statements and other related data. The final sample contains 646 acquisitions made by 551 firms.
Among the 551 acquiring firms, 161 firms did not experience any internal control discipline, but
they were either subsequently acquired by other firms (125 firms) or filed for bankruptcy (36
firms). Excluding these firms left 390 acquiring firms.

In addition to the primary sample of 390 acquiring firms, a control sample of cancelled
acquisitions was constructed. Again, the withdrawn deals were initially identified through
SDC’s Mergers and Acquisitions database. A sample of 438 withdrawn deals was identified,
based on the same criteria that were used to identify the primary sample with the exception that
we required the status of the deal to be “withdrawn”. Only 206 of the 438 cancelled acquisitions
met the requirements that the acquirers be listed on both CRSP and COMPUSTAT, that the
relative size of the target to the acquirer be at least 10%, and that proxy statements and other
CEO or deal related data are complete. Among the 206 firms, 12 firms filed for bankruptcy, and
58 firms were acquired by other firms within 2-5 years after the cancelled acquisitions. This
results in 136 acquiring firms with cancelled mergers. We searched news stories relating to the
cancellation of the sample mergers. Several reasons are frequently given for canceling mergers,
including competing offers from other bidders; both firms mutually agreeing to terminate the

deal; both parties are unable to agree on terms of the merger; and regulatory reasons.

4. Empirical method
4.1. Definition of CEO turnover
Two definitions of CEO turnover exist in the literature. The first does not attempt to

classify management turnover into categories such as normal, forced, expected, and unexpected.



CEO turnover is simply defined as a change in the identity of the individual who holds the office
of CEO, even if the new CEO was formerly president or chairman of the board. Mikkelson and
Parch (1997), DeFond and Park (1999), and Perry (1999) employ this definition of CEO
turnover. Since the replacement of a CEO who is close to retirement age likely reflects turnover
that is not disciplinary, CEO age is included as a control variable in those analyses.

The second definition of CEO turnover follows Parrino (1997) and Huson, et al. (2001).
CEO turnover is classified as disciplinary if it is reported that the CEO is fired, forced to step
down, or departs due to unspecified policy differences. For other cases, if the departing CEO is
under the age of 65, and the news announcement reports that the CEO is retiring, but does not
announce the retirement at least six months before the effective date, or if the announcement
does not report the reason for the departure as involving death, poor health, or the acceptance of
another position, then CEO turnover is also classified as a disciplinary turnover. Information
about the circumstances surrounding the turnovers is obtained from Dow Jones News Retrieval
services and the proxy statements.

The empirical analysis in this paper is based primarily on the second definition of CEO
turnover, since the main motivation of this study is to document whether “bad” acquisition

decisions lead to the disciplinary departure of CEO.

4.2. Stock market analysis of acquisitions

This paper employs event-study methodology to measure the stock price effects
associated with the announcements of acquisitions. Stock returns are provided by CRSP. The
announcement date for each acquisition is the first date reported from the SDC Mergers and

Acquisitions database, cross-checked with Dow Jones News Retrieval service. Market model



parameters are estimated over period of 220 through 21 trading days preceding the
announcement date for the acquisition. We use the returns to the CRSP value-weighted index of

the market portfolio as the measure of market returns.

4.3. Empirical design
To examine the effect that value-reducing acquisitions have on the probability of CEO
turnover, we follow Jensen and Murphy (1990) to estimate the following logit model:

prob(CEOSubsequentTurnover)
1 - prob(CEOSubsequentTurnover)

]=a+ B,CAR + B,MATechnique + 3, LeadershipStructure

+ 3,BoardSize + B, BoardIndependence
+ B,OwnershipConcentration + 3,CEOOwnership

+ BgInsiderOwnership + 3, CEOage + B,,Tenure

+ 3, Premergerperformance + 3,, Postmergerperformance + ¢

CAR is the cumulative abnormal returns to acquiring firms around the announcements of
their acquisitions, measured over several event windows, including the abnormal return on the
announcement date [0]; the CAR measured over the window of one trading day before through
one trading day after the announcement date [-1,1]; the CAR measured five trading days before
through one trading day after the announcement date [-1,5]; the CAR measured five trading days
before through forty trading days after the announcement date [-5,5]; and the CAR measured
twenty trading days before through forty trading days after the announcement date [-5,20]. We

expect the coefficient on CAR to be negative.

4.3.1. Corporate governance variables



In addition to CAR, we include several governance variables as independent variables to
test whether the governance structures of firms is associated with the likelihood that CEOs who
are bad bidders are replaced. Each of these is discussed in turn.

Leadership structure. The function of the chairman is to run board meetings and
oversee the process of hiring, firing, evaluating, and compensating the CEO. It is very unlikely
that the CEO can perform this function apart from his or her personal interest. Jensen (1993)
states that “for the board to be effective, it is important to separate the CEO and chairman
positions”. Similarly, Fama and Jensen (1983) argue that the concentration of decision
management and decision control in one individual reduces a board’s effectiveness in monitoring
top management. Recently, Goyal and Park (2002) document a negative relation between the
sensitivity of CEO turnover to firm performance and the combination of CEO and chairman
duties. To control for leadership structure, we include a dummy variable that equals 1 if the
CEO is also Chairman, and zero otherwise, and interact this variable with the bidder return
variable.

Board size. An emerging literature on board size argues that large boards are ineffective
monitors of managerial performance. For example, Jensen (1993) states that “keeping boards
small can help improve their performance.” Yermack (1996) finds a significant inverse relation
between board size and corporate values, but is unable to establish a causal relation between
these two variables. To test whether companies with small boards are more likely to fire CEOs
who are bad bidders, we include board size as an independent variable, and interact this variable
with the bidder return variable.

Board independence. Many studies argue that independent directors serve an important

disciplinary role and find evidence suggesting a relation between the independence of boards and
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their effectiveness as monitors of managerial performance. For example, Weisbach (1988) finds
that CEO turnover is more sensitive to firm performance when outsiders form a majority of the
board. Hermalin and Weisbach (1989) find that boards are more likely to add outside directors
after poor firm performance, suggesting that outside directors serve a useful monitoring function.
Therefore, we include the proportion of the firm’s board consisting of independent directors as
an independent variable, and interact it with the bidder return variable. We define independent
directors as directors who are not employees, former employees, related to employees, or
employees with firms that have contractual relations with the acquiring firm, as described in the
firm’s proxy filing that is closest to the merger announcement.

Stock ownership. Denis et al. (1997) document a negative association between the
probability of top executive turnover and the ownership stake of officers and directors. To test
whether ownership structure is related to the likelihood that bad bidders are fired, we include the
percentage of stock held by principal shareholders (shareholders who beneficially owned more
than 5% of the firm’s equity), the CEO and executives and officers as independent variables, and

interact them with the bidder return variable.

4.3.2. Method of Payment
We include a dummy variable that takes the value of 1 if the deal is stock-based or a
combination of stock and cash, and 0 otherwise. We include this variable for two reasons.
First, it is well-documented that returns to acquiring firms are significantly lower when
acquiring firms use stock rather than cash as the method of payment in the acquisition (Asquith,
Bruner, and Mullins (1990), Andrade, Mitchell, and Stafford (2001)). The result is usually

explained by reference to the signal conveyed by stock acquisitions, namely, that the acquiring
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firms’ managers believe their companies’ stocks are overvalued. If so, then one should find less
of an association between acquiring firms’ returns and the probability of CEO turnover in stock
versus cash acquisitions.

The second reason for including a dummy variable for method of payment relates to a
recent paper by Shleifer and Vishny (2003). Shleifer and Vishny argue that acquisitions are
often driven by an overvaluation of the acquiring firms’ stock prices. Under their hypothesis,
managers of acquiring firms, such as Stephen Case of AOL, take advantage of the overvalued
stock and use it as a currency to acquire companies with valuable assets, an action that is in the
interest of the acquiring firms’ stockholders. Shleifer and Vishny (2003) argue that “long-run
returns to bidders are likely to be negative in stock acquisitions, and positive in cash
acquisitions,” and “despite negative long-run returns, acquisitions for stock serve the interest of
long-term shareholders of the bidder (p. 297).” If so, then the relation between acquiring firms’

long-run returns and the probability of CEO turnover should be less pronounced in stock

acquisitions than in cash transactions.

4.3.3. Other control variables

CEO age and tenure. Weisbach (1988), Murphy and Zimmerman (1993), and Goyal and
Park (2002) find a significant positive relation between CEO turnover and CEO age. On the
other hand, CEO age is also associated with longer tenure and perhaps more control of the firm.
Older CEOs might have stronger influence on the board, thus reducing the likelihood of CEO
turnover after the acquisitions. Therefore, CEO age and tenure in the year of the acquisition are

included as a control variable.
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Prior acquisition performance. A negative relation between the likelihood of non-
routine top executive turnover and firm performance has been documented in the literature’. The
departures of managers after acquisitions might be due to the firms’ poor performance before the
corresponding acquisitions. To control for this, a measure of the firm’s performance before the
acquisition is included as an independent variable. Market adjusted buy-and-hold returns and
cumulative abnormal returns measured over the three years before the acquisition announcement,
return on assets (ROA), return on equity (ROE), operating margin (OM) and net profit margin
(NM) serve as the measures of firm performance. We expect these variables to be inversely
related to CEO turnovers.

Post-acquisition performance. We also include proxies for post-acquisition
performance as an independent variable. The departures of managers after acquisitions might be
due to the firms’ poor performance after the corresponding acquisitions. To control for this, a
measure of the firm’s performance after the acquisition is included as an independent variable.
Market adjusted buy-and-hold returns and cumulative abnormal returns measured over the three
years after the acquisition completion, return on assets (ROA), return on equity (ROE), operating
margin (OM) and net profit margin (NM) serve as the measures of firm performance. We expect
these variables to be inversely related to the likelihood of CEO turnover.

The measures of post-acquisition performance also allow for a test of the Shleifer-Vishny
(2003) hypothesis, as discussed above. In particular, the Shleifer-Vishny hypothesis predicts that
the relation between post-acquisition performance and the likelihood of CEO turnover should be

less pronounced in stock versus cash transactions.

? Studies by Coughlan and Schmidt (1985), Warner et al. (1988), Weisbach (1988), Gibbons and Murphy (1990), Murphy and
Zimmerman (1993), Blackwell et al. (1994), and Kang and Shivdasani (1995) document this relation.
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CEO age, tenure, and the various governance variables are measured as close in time to

the date on which the firms announce the acquisitions.

5. Empirical results
5.1. Sample descriptive statistics

Tables 1 and 2 report descriptive statistics for the sample. Table 1A shows the
acquisition characteristics for the completed merger sample (390 firms), the sample without
subsequent CEO turnover (210 firms), and the sample with subsequent CEO turnover (180
firms). For each sample, the means, medians, standard deviation (Stddev), maximum (Max),
minimum (Min) of the acquiring firm’s value, the target firm’s value, the relative size of the
target firm to the acquiring firm, the value of the acquisitions, acquisition techniques dummy
(dummy=1 if the deal is equity based, =0 if the deal is cash based) and diversifying merger
dummy (dummy=1 if the 4-digit SIC code for the target is the same as that for the acquirer, =0
otherwise) are calculated. On average, the value of target firms is approximately 60% of the
value of acquiring firms. The mean and median values of the transactions are $1,681 million and
$406 million respectively. The relative size of the target to the acquirer has a slightly higher
mean and median value for the firms in the non-turnover sample than those for the firms in the
turnover sample. The non-turnover sample has a larger mean and median transaction value,
although this difference is not significant. The same is true for the mean and median of
acquiring firm values and target firm values. About 81% of the acquisitions are stock-based or a
combination stock and cash and about half the sample firms’ acquisitions are nondiversifying

mergers based on 4-digit SIC code.*

4 Both T-statistics and Z-statistics of Wilcox rank sum test show that the differences in mean and median values of the variables
in table 1 are not significantly different from zero.
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Table 1B reports the acquisition characteristics for the cancelled merger sample, the sub-
sample without subsequent CEO turnover, and the sub-sample with subsequent CEO turnover.
Overall, compared with the completed mergers, the acquiring firms involved in the cancelled
mergers are bigger, acquired relatively larger firms and the cancelled mergers have higher initial
transaction values. On average, the value of target firms is approximately 80% of the value of
acquiring firms. The mean and median values of the transactions are $2,652 million and $779
million respectively. Similar to the sample of completed mergers, the relative size of the target
to the acquirer has a higher mean and median value for the firms in the non-turnover sample than
those for the firms in the turnover sample. The non-turnover sample has a larger mean and
median transaction value, and again this difference is not significant. About 76% of the
acquisitions are stock-based or a combination stock and cash and about a little bit more than half
the sample firms’ acquisitions are non-diversifying mergers based on 4-digit SIC code.’

Table 2 provides summary statistics on CEO characteristics for the total sample, the
sample of acquiring firms with post-acquisition CEO turnover, and the sample of acquiring firms
with no post-acquisition CEO turnover. Overall, the mean and median age of CEOs in the
completed merger sample is 54. On average, about 70% of the CEOs in the sample also hold the
position of chairman of the board. Their average tenure as CEO is close to eight years
immediately before the acquisition announcements. CEOs who were replaced after acquisitions
are younger, and have significantly shorter tenure than CEOs who retained their positions after
acquisitions. There are as many CEOs who are also chairman of the board in the turnover
sample as in the non-turnover sample. As to the cancelled merger sample, the CEOs who were
not replaced after their firms’ acquisitions are significantly younger, have significantly longer

tenure and are more frequently chairman of the board. Results from table 2 show that there are
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certain significant differences in the age and tenure of CEOs who were and were not replaced
after their firms’ acquisitions. Summary statistics for the corporate governance variables are
reported below for the sample of firms that made acquisitions.

Panel A of table 3 reports firm performance prior to the acquisition announcement.
Among the firms with completed mergers, mean and median comparisons for both stock returns
and accounting returns show that no significant difference in firm performance between firms
with and without post-acquisition turnover of CEOs. However, firms that replaced CEOs after
their acquisitions have significantly lower operating margin (measured as operating income
divided by sales) than other firms. In regards to cancelled mergers, firms in the non-turnover
sample have better stock performance than firms in the turnover sample, though there is no
significant difference in terms of accounting performance between these two sub-samples.

Panel B in table 3 reports the post-acquisition long-run stock performance for the total
sample, as well as for the subsamples of stock acquisitions and cash acquisitions. Overall,
bidders experience negative mean (and median) market adjusted buy-and-hold returns and
negative mean (median) cumulative abnormal returns in the three years after acquisitions.
Interestingly, long-run post-acquisition returns are negative for both stock and cash acquisitions,
a result that is inconsistent with Shleifer and Vishny’s (2003) prediction that long-run returns
should be positive in cash acquisitions. Furthermore, univariate analysis reveals no significant
difference in the mean or median long-run post-acquisition returns for stock versus cash
acquisitions. The univariate analysis suggests that the method of payment in acquisitions is not

predictive of long-run bidder returns.
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5.2. Stock price performance of acquiring firms

Table 4 reports the mean announcement day abnormal return (4R) and the corresponding
mean cumulative abnormal returns (CARs) for different event windows around the
announcement of acquisition for each of the samples. Z-statistics are included in parentheses
and the percentages of positive ARs (CARs) are listed below the Z-statistics. The mean
announcement day AR corresponding to the acquisitions made by the total sample is —1.13% and
it is statistically significant at the 0.01 level. The CARs corresponding to the other four event
windows range from —2.42% (the [-5, 20] window) to —1.79% (the [-1, 1] window), and they are
all statistically significantly negative at the 0.01 level.

Table 4 also reveals that the stock price reaction associated with the announcement of the
acquisitions made by firms in the CEO turnover sample differs significantly from the stock price
reaction associated with the announcement of acquisitions made by firms in the non-CEO
turnover sample. The AR on the announcement day of the CEO turnover sample is —2.19%,
which is significantly different from zero. Furthermore, the CARs of the CEO turnover sample
are all significantly negative for the other four event windows. This indicates that the market
reacted negatively to the initial announcement of these acquisitions and that as more information
about these acquisitions is released during the following weeks, the market continues to devalue
the acquiring firms in this sub-sample. For the sample that did not experience subsequent CEO
turnover, the 4R on the announcement day is —0.23%, and it is statistically insignificant. All of
the CARs are negative but not significantly different from zero under the other event windows.
Table 4 also reports the percentage of the positive ARs and CARs for each sample under different

event windows. These percentages also reveal that the sample with CEO turnover has a much
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smaller percentage of firms that experienced a positive stock price reaction to their acquisition
announcements, compared with the non-CEO turnover sample and the total sample.

The results contained in table 4 show that the stock market negatively values acquisitions
by firms that replace their CEO following the transactions, and it positively values acquisitions
by firms that did not replace their CEOs after their acquisitions. Figure 1 graphically depicts the
difference in the serial patterns of CARs for the total sample, the sample with CEO turnover, and
the sample without CEO turnover for the event window of [-5, 40]. CEOs who withdraw
acquisitions after observing adverse stock price reactions to the acquisition announcements are
significantly less likely to be replaced than CEOs who proceed with value reducing acquisitions.
A control sample of cancelled acquisitions was constructed to examine this issue. Panel A and B
in table 5 report the stock market performance around the acquisition announcement date and the
acquisition withdrawal date respectively for the firms in the control sample. Firms experience
significantly negative abnormal returns around the acquisition announcement and significantly
positive or non-significant negative abnormal returns around the announcement of the
acquisition withdrawal.

Of the 136 firms in the control sample that are still independent firms, only 35 replaced
their CEOs after the acquisitions were cancelled. The event study results do not show any
association between CEO replacement and market reaction to the acquisition announcement.
However, on average, the stock market did react positively to the announcement of the
cancellation of the acquisitions. Figure 2 shows the differences in CARs over the event window
[-5, 40] for the control sample. The stock performance around the acquisition announcement of

the sample of the cancelled acquisitions is more negative than that of the sample of the
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completed acquisitions. The market reaction to the announcement of the withdrawal of the

acquisition is less negative compared with the acquisition announcement.

5.3. Corporate governance

Table 6 reports summary statistics on the corporate governance variables for the total
sample and various sub-samples. Panel A.1 of table 6 reports summary statistics for these
variables for the entire sample of 526 merger announcements and the sub-samples of 390
completed mergers and 136 cancelled mergers. The panel shows that there is no significant
difference in the mean and median values of the governance variables between the sub-samples
of completed and cancelled mergers except for board size. The median value of the dummy
variable for whether the CEO serves as chairman of the board is 1 for both sub-samples,
indicating that the central tendency is that CEOs serve as chairman of the board for both sub-
samples. Median board size is 10 for total sample. The mean and median board size in the
completed merger sample is significantly smaller than those in the cancelled merger sample.
Independent directors account for 57% of the board seats for the median firm in both the sub-
sample of firms that completed mergers and the sub-sample of firms that withdrew mergers.
The median percentage of equity held by CEOs was lower for firms that completed mergers
(1.39%) than for firms that withdrew mergers (0.96%), but this difference is not significant. The
same pattern for insider shareholdings and the total percentage of equity owned by principal
owners (ownership concentration). The median percentages of both insider ownership and
ownership concentration were lower for firms in the completed merger sample (6.51%; 18.55%)
than for firms in the cancelled merger sample (6.9%; 21.3%), again, the differences are not

significantly.

19



Panel A.2 of table 6 reports summary statistics for the sample of 390 firms that completed
mergers and two sub-samples: firms that did and did not replace their CEOs after completing
mergers. The panel documents that the frequency with which CEOs served as chairman is lower
for firms with CEO turnover than for firms without CEO turnover, however, this difference is
not significant. As to ownership structure, firms that replaced their CEOs subsequently have
significantly lower degree of ownership concentration, CEO equity holdings and insider
ownership than firms that did not replace their CEOs after completing mergers.

Panel A.3 of table 6 reports summary statistics for the sample of 136 firms that cancelled
mergers and the two sub-samples of firms that did and did not replace their CEOs after canceling
the mergers. Thirty-five of the 136 firms replaced their CEOs. The frequency with which CEOs
served as chairman is significantly lower for firms with CEO turnover than for firms without
CEO turnover after canceling mergers. No significant difference exists in the mean and median
values of the other governance variables except CEO ownership across the two sub-samples.
The mean CEO ownership is significantly lower at 0.10 level for firms with CEO turnover
(2.75%) than for firms without CEO turnover (6.74%). However, the median CEO ownership is
not significantly different across the two sub-samples.

Panels B.1, B.2, and B.3 report similar data as panels A.1, A.2, and A.3, but stratifies the
sample by the CARs associated with the bidder’s acquisition announcements. As Panel B.1
shows for the entire of 526 firms that announced mergers, among those in the bottom third of the
CARs, i.e., the ones most likely to fire the CEOs, there is no significant difference in the mean
and median value of the governance variables for firms with and without CEO turnover. Panels
B.2 and B.3 find similar results for the firms that completed and cancelled mergers, respectively.

The results in panels B.1, B.2, and B.3 suggest that firms select governance structures optimally,
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such that no empirical difference exists in the governance structure of firms that do and do not

fire CEOs after value-destroying acquisitions.

5.4. Do value-reducing acquisitions increase the likelihood of subsequent CEO turnover?

To examine whether CEOs who make “bad” acquisitions are more likely to be fired than
other CEOs, we estimate the logit equation in which the dependent variable is the logistic
transformation of the odds that the CEO is replaced. The results are reported in table 7.

The sample for the logit equations reported in table 7 consists only of firms that
completed mergers. The cumulative abnormal stock returns (CAR) for the event window of [-
1,1] is included as an independent variable to test whether the market reaction to the acquisition
announcement is associated with the likelihood of the CEO being replaced. We replicated the
test by substituting mean abnormal return on the announcement day (AR(0)) and cumulative
abnormal returns associated with the acquisition announcements, measured over various event
windows, for CAR(-1,1). Because the results are robust with respect to reasonable event
windows, we report only the results that use the day [-1,1] event window as an independent
variable in table 7. Other independent variables include the dummy variable for method of
payment, the interaction of CAR and the method of payment variable, the dummy variable for
whether the CEO serves as chairman and the interaction of this variable with CAR, board size
and the interaction of board size with CAR, the percentage of the board consisting of
independent directors and the interaction of this variable with CAR, the percentage of equity
held by the firm’s principal shareholders (ownership concentration),CEO and insiders, and the
interactions of these variables with CAR, the CEQO’s tenure, age, the relative size of the target to

the acquiring firm, the firm’s buy-and-hold return during the three years after the merger, the
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interaction of this buy-and-hold return with the method of payment variable, and the firm’s buy-
and-hold return during the three years before the merger announcements.’

The results reveal that the likelihood of the CEO being replaced after making an
acquisition is significantly and inversely related to the abnormal stock performance around the
announcement date. The estimated coefficients in all the equations in table 7 are negative and
significant at the 0.01 level. This is consistent with the hypothesis that CEOs who make “bad”
acquisitions are more likely to be replaced than CEOs who make “good” acquisitions.

The coefficients on the governance variables show no association between governance
structure and CEO firings due to bad acquisitions. The coefficients of the dummy variable for
whether the CEO serves as chairman of the board, board size, board independence, and
ownership concentration are not significant in all equations whether they enter the regression
separately or together with CAR. CEO ownership and insider shareholdings enter the equations
with significant negative coefficients. However, the interactions of these variables with the
bidder return are not significant, suggesting that larger stock ownership does not protect CEOs
from being fired when the firm makes value-destroying acquisitions. The lack of significance
between the governance variables and the likelihood of CEO turnover might be interpreted to
mean that governance “doesn’t matter.” Alternatively, we interpret the data to mean that firms
effectively “choose” governance mechanisms optimally, such that no detectable empirical
relation exists between these variables and CEO turnover.

The method of payment in the acquisition is not significantly related to the likelihood of
CEO turnover. Interestingly, the coefficient on the interaction of method of payment and CAR is

not significant. This result suggests that despite the signal associated with the use of stock as the

> We also replicate our analyses by substituting accounting performance (ROA, ROE, OM) pre- and post merger for
stock performance. We find that neither pre-merger nor post-merger accounting performance is significantly related
to the likelihood of CEO being replaced after completing the mergers. Results are not reported.
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method of payment in acquisitions, CEOs of acquiring firms are not more likely to retain their
positions if they use stock versus cash in acquisitions associated with negative bidder returns.
This result suggests that negative bidder returns in stock transactions reveal more about the
quality of the acquisition and less about any overvaluation of the acquiring firms’ stock prices.

The firm’s buy-and-hold return after the acquisition announcement is significantly and
inversely related to CEO turnover, indicating that post-merger firm performance is a significant
determinant of CEO turnover. Interestingly, the interaction of this return and the method of
payment variable is not significantly related to the likelihood of CEO turnover. This result is
inconsistent with Shleifer and Vishny (2003), who argue that stock acquisitions serve the
interests of the stockholders of acquiring firms even in the presence of long-run negative bidder
returns. Since CEOs are equally likely to be replaced when long-run returns are poor, regardless
of whether the method of payment is stock or cash, the evidence contradicts the predictions of
Shleifer and Vishny.

CEO tenure enters each equation with a significant negative coefficient, indicating that
CEOs with longer tenure are less likely to be involuntarily replaced. CEO age®, however, is not
significantly related to the likelihood of CEO turnover. The relative size of the target to the
acquiring firm is not significantly related to the probability that CEOs are fired. The firm’s
buy-and-hold return before the acquisition announcement is generally not significantly related to
CEO turnover.

Table 8 provides similar logit results for the combined sample of completed and
cancelled acquisitions. The dummy variable “Withdraw” is created to indicate whether the

acquisition is cancelled. The interaction between the abnormal stock return around the

% We employed three measures for CEO age — CEO age, age dummy=1 if CEO’s age >=65, 0 other wise; age
dummy variables for CEO’s age <60, between 62-66, and >66. The results are all insignificant and similar. Table 7
reports the results as CEO Age dummy=1 if CEO’s age>=65, 0 otherwise.
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acquisition announcement and “Withdraw” also is included as an independent variable to test
whether CEOs who cancel value-destroying acquisitions are more likely to retain their positions
than CEOs who proceed with value-destroying acquisitions. Otherwise, the same independent
variables included in the regressions reported in table 7 are included in the regressions reported
in table 8.

The abnormal return associated with the acquisition announcement remains significantly
and negatively related to the likelihood of CEO turnover in each equation. The coefficient on the
“Withdraw” dummy is negative and significant in all equations, indicating that CEOs who
withdraw acquisitions are significantly less likely to be fired than CEOs who proceed with
acquisitions. The coefficient on the interaction of CAR and the “Withdraw” dummy is positive
and significant, indicating that CEOs who withdraw acquisitions associated with negative
abnormal returns are even less likely to be replaced, whereas CEOs who withdraw acquisitions
associated with positive abnormal returns are more likely to be replaced. These results also are
generally insensitive to the event windows over which the acquiring firm’s returns are measured.

We obtain similar results for the other governance variables as the ones reported in table
7. None of the variables that interact governance with bidder returns is significant, whether they
enter the regression separately or together. Percentages of CEO shareholdings and insider
shareholdings enter with significant negative coefficients. However, the interactions of these
variables with CAR do not enter with significant coefficients. Board size, board independence,
and ownership concentration do not enter with significant coefficients when not interacted with
bidder returns. The general lack of significance between the governance variables and the
likelihood of CEO turnover again suggests to us that firms select governance mechanisms

optimally, at least in this particular context.
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Similar to table 7, CEO age and relative size of the target to the acquiring firm are not
significant. CEO tenure and bidders’ post acquisition performance are significantly and
negatively related to the probability of CEO turnover. However, the firm’s buy-and-hold return
before the acquisition announcement enters the equations with positive and significant

coefficients.

6. Discussion and conclusion

Academic research as well as the business press has paid a great deal of attention to
whether corporate managers create value for shareholders when they make acquisitions.
Previous work has documented that the external control market disciplines managers who
destroy shareholder value by making value-decreasing acquisitions (Mitchell and Lehn (1990)).
Related to the previous research, this study empirically examines whether internal control
mechanisms operate to discipline managers who make value-reducing acquisitions.

Based on a sample of 390 firms that completed acquisitions during 1990 through 1998,
we document that managers who make value-reducing acquisitions face a significantly higher
probability of being fired than do managers who make value-enhancing acquisitions. This
suggests that internal control mechanisms serve to discipline managers who stray from value
maximization. CEOs who withdraw acquisitions after observing a diminution in their
companies’ stock price face significantly lower risk of replacement than their counterparts who
proceed with value-reducing acquisitions, suggesting that the market is forgiving of CEOs who
learn from stock price signals, at least in the context of acquisitions. Finally, we find no

association between a firm’s governance characteristics and the probability that CEOs who make
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value-reducing acquisitions are replaced. This suggests to us that firms generally select the
“right” governance structures, at least in the context studied in this paper.

We also find evidence that is inconsistent with a recent provocative paper by Shleifer and
Vishny (2003), which argues that acquisitions are often driven by the purportedly overvalued
stock of acquiring firms. We find that the probability of CEO turnover is not significantly
related to the use of stock or cash in acquisitions, nor to the interaction of long-run bidder returns
and a dummy variable for the method of payment in acquisitions. These results strongly suggest
that negative bidder returns are indicative of value-destroying acquisitions and not indicative of

mispriced securities.
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