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Abstract

We examine whether CEO turnover and succession patterns vary with firm complexity.
Specifically, we compare CEO turnover in diversified versus focused firms. We find that CEO
turnover in diversified firms is completely insensitive to both accounting and stock-price
performance, but CEO turnover in focused firms is sensitive to firm performance. Diversified firms
also experience less forced turnover than focused firms. Following turnover, replacement CEOs in
diversified firms are older, more educated, and are paid more when hired. Collectively, our results
indicate that the labor market for CEOs is different across diversified and focused firms and that firm
complexity and scope affect CEO succession.
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1. Introduction

Finding the right CEO is an important organizational decision, and is critical to the
success of a company because of the key strategic role a firm’s chief executive performs.
For instance, Jack Welch, former Chairman and CEO of GE, stated that “Finding the right
person (as successor) is the most important thing I can do for the company.” Yet, despite
the importance of the CEO position, relatively little is known about how organizational
structure and industry characteristics, in particular the complexity and scope of the firm’s
operations, affect the labor market for CEOs, the ability of the firm to find the right CEO,
and the corresponding costs of replacing an existing CEO.

To better understand these issues, we examine how CEO turnover varies with the level
of firm diversification. Because of their more complex organizational structure relative to
focused firms, diversified firms provide an interesting setting in which to examine the
labor market for CEOs and the association between organizational structure and
organizational costs (Coase, 1937)." While there is some evidence on how regulation
affects the labor market for CEOs and the cost of CEO replacement (Palia, 2000; Hadlock
et al., 2002), much less is known about the labor market for CEOs in the context of non-
regulated industries. In addition, examining turnover in diversified companies is important
given the considerable interest in the costs and benefits of diversification as a business
strategy.

We find a number of important differences in the turnover process between focused and
diversified firms. We find that CEO turnover is completely insensitive to both accounting
and stock-price performance in diversified firms. In contrast, CEO turnover in focused
firms is sensitive to both accounting and stock-price performance. While earlier studies
have documented an inverse relation between CEO turnover and performance, ours is the
first study that examines this relation in the context of diversified and focused firms.> We
also find that performance improvements following CEO turnover are larger for diversified
firms relative to focused firms. Because the firm will replace the CEO only if the expected
benefits of replacement outweigh the expected costs, the results on turnover-performance
sensitivity and performance improvements following turnover are supportive of the view
that replacement costs are higher for CEOs in diversified firms.

One hypothesis is that the supply of qualified candidates is limited because managing a
diversified firm is a more difficult task than managing a focused firm, and therefore
diversified firms require a CEO of greater ability (e.g., Finkelstein and Hambrick, 1989;
Rose and Shepard, 1997). Consequently, diversification restricts the firm to a smaller labor
pool of capable candidates, making it more costly for the firm to find a suitable CEO
replacement. A second hypothesis is that CEO replacement costs are higher in a diversified
firm because diversification itself is associated with managerial entrenchment. For
example, Shleifer and Vishny (1989) argue that one way in which managers can make

! McNeil et al. (2003), in a related study, compare turnover of subsidiary managers of diversified firms with
turnover of CEOs of focused firms with similar asset structure. In their study, both the managers of the
subsidiaries and the CEOs of the stand-alone firms have similar managerial responsibilities, but work in different
types of organizations. In our study we are arguing managerial responsibility changes based on the organization.

2 See for example, Coughlan and Schmidt (1985), Warner et al. (1988), and Weisbach (1988).
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themselves harder to replace is by diversifying the activities of the firm to match their
specific human capital. Alternatively, diversification could be the outcome of empire
building by entrenched managers.

We examine several pieces of evidence to shed light on the degree to which the higher
CEO replacement costs in diversified firms are better explained by the ability-matching or
entrenchment hypotheses. Although the two hypotheses share many common predictions
regarding aspects of the turnover process and characteristics associated with the incumbent
CEO, they offer some differing predictions, particularly regarding characteristics
associated with the replacement or new CEO. Accordingly, to help explain the reason
for the higher replacement costs that diversified firms face when replacing the CEO, we
focus our attention primarily on characteristics of the new CEOs in our sample and how
these characteristics vary with organizational complexity. Specifically, we examine CEO
age and educational background (e.g., Chevalier and Ellison, 1998, 1999; Palia, 2000),
tenure in the firm, and compensation (e.g., Rosen, 1982; Rose and Shepard, 1997) as a
function of diversification.

We find that replacement CEOs in diversified firms tend to be older and we find some
evidence that they are more educated than their counterparts in focused firms. Moreover,
after controlling for other determinants of pay, we find that new CEOs of diversified firms
are paid more when hired relative to new CEOs of focused firms, and that this wage
premium is constant across both forced and voluntary turnovers. To the extent that age and
education reflect differential ability, these results are consistent with the view that
diversified firms draw chief executives from a more talented labor pool. The finding that
the wage premium is passed on to the new CEO, even following forced turnover, is not
consistent with entrenchment. We also find that incumbent CEOs of diversified firms have
the same tenure as CEOs of focused firms, and that diversified firms are more likely to
have a formal succession plan in place prior to turnover. Both are results that we would not
expect under managerial entrenchment.

Finally, Shleifer and Vishny (1989) suggest that CEOs may entrench themselves, or
make themselves harder to replace, by tailoring the firm’s activities to match their unique
human capital. If diversification is the result of entrenchment, and is suboptimal, we would
expect to find significantly more restructuring following turnover in diversified firms
(especially following forced turnover) as the existing asset structure would be unlikely to
be matched to the characteristics of the new CEO. In contrast, if diversification is a value-
added strategy, then firms would presumably attempt to hire a new CEO with the ability to
manage the current asset structure, and there would be less need for restructuring. We
examine the extent of restructuring following CEO turnover, and observe no significant
difference in the amount of restructuring activity between diversified and focused firms
following either voluntary or forced CEO turnover. Consequently, we argue that, taken as
a whole, the evidence is most consistent with the notion that the higher CEO replacement
costs in diversified firms are driven by the need for higher ability CEOs to manage the
more complex asset structure in diversified firms.

Our paper makes two important contributions to the literature. First, we provide new
evidence on how the decision to replace a CEO and the choice of a replacement depend on
the nature and scope of the organization. Parrino (1997) examines how industry
homogeneity influences the costs of CEO succession, and finds evidence that intra-
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industry appointment of a new CEO is less costly in a homogenous industry. Palia (2000),
and Hadlock et al. (2002) examine labor markets in the context of regulated firms.
Himmelberg and Hubbard (2001) argue that differences in the labor market for CEOs have
contributed to the significant increase in CEO pay documented over the last decade. Their
findings depend on varying elasticities of demand for CEOs based on firm characteristics.
They do not, however, directly examine, as we do, if there are differences in the CEO
succession process or CEO quality for different types of firms.

Second, we provide some indirect evidence that CEO entrenchment may not be a major
source of the well-documented valuation discounts associated with firm diversification
(Lang and Stulz (1994) and Berger and Ofek (1995)). Prior work in this area has been
limited, and largely inconclusive. Denis et al. (1997a,b) find that diversified firms tend to
refocus following external pressure or poor performance, and view this as evidence of
agency costs in diversified firms. Schoar (2002) finds that employees of diversified firms
on average earn more than employees of focused firms, and conjectures that diversification
discounts could be related to rent dissipation in diversified firms. Rose and Shepard (1997)
attribute the higher wages paid to CEOs of diversified firms to higher ability of these
managers, rather than agency problems. Our evidence also suggests that diversified firms
have more skilled CEOs relative to focused firms. Finally, Matsusaka (2001) argues that
diversification is a reflection of organizational capabilities that allow a firm to be profitable
in multiple lines of business. If CEO ability is part of these organizational capabilities, then
our evidence is consistent with Matsusaka’s notion.

The paper is organized as follows. Section II describes the data. Section III presents
evidence on whether the replacement costs differ between focused and diversified firms.
Section IV and V provide further evidence on the reasons for the higher replacement costs.
Section VI contains the conclusion.

2. Data

To examine the turnover process in focused and diversified organizations we begin with
firms included in the Forbes Annual Compensation Surveys from 1988—-1997 that had
market and accounting data on CRSP and Compustat, which results in a sample of 718
firms. Information on these firms is then obtained for the years 1988—1998 (Since the
Forbes compensation data typically relates to the prior year, the actual data obtained is for
the years 1987-1997). Details of the CEO name, age, tenure, education and founder status
are taken from the Forbes annual compensation surveys. If the firm is not listed in Forbes
surveys in prior or subsequent years, CEO details are obtained through proxy statements.
We adjusted the data for inflation. Consequently, data such as salary and bonus are in
constant (1997) dollars.

FASB No. 14 and SEC Regulation S-K require firms to report segment information for
fiscal years ending after December 15, 1977. We use data from the Compustat Industry
Segment (CIS) database from 1987 through 1997 to compute our measures of firm
diversification. The CIS database reports the number of different business segments, up to
a maximum of 10, as defined by the firm under FASB No. 14. Segment data on Compustat
are available for 559 firms. We delete 35 financial firms (primary SIC codes 6000—6999)
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because segment data is seldom reported for these firms. The final sample includes only
firm years that have information on stock returns, accounting performance, book assets,
and segment data and consists of 4820 firm year observations for 502 different firms in
1990.°

We measure diversification in two different ways. The first measure of diversification is
an indicator variable set equal to one if the firm reports operations in multiple business
segments. As a second measure of diversification, we use one minus the firm’s segment-
sales based Herfindahl index, given by 1 — > /" [M} This Herfindahl-

) . . i=1 ( company sales)’ ]
based measure, which is equal to zero for single segment firms, places less weight on a

firm’s smaller segments. For a firm reporting segment data for the maximum of ten
different business segments, the maximum value of the Herfindahl-based measure is 0.90.

A turnover event occurs when the identity of the CEO changes. Turnover is set equal to
zero for 1987 (the base year for the sample), and is equal to one every time the CEO
changes thereafter. Turnovers that are due to mergers are excluded from the sample, also
interim successions (where the CEOs are clearly nominated in an interim capacity and
hold office for less than a year) are not considered as turnover events.’ To identify forced
departures, a classification similar to Parrino (1997) is used. First, all CEO departures that
are reported in the business press as forced are classified as forced departures. Second a
departure is identified as forced when the CEO is under 60, and the reasons for leaving do
not include death, illness, the acceptance of any position within or outside the firm or any
reason unrelated to the firm’s activities. Turnover dates and announcements are obtained
from Dow Jones News Retrieval Service.

In each year, if the firm has a President or COO distinct from the CEO/Chairman, then
the firm is denoted as having a formal succession plan. This definition of succession
planning follows Vancil (1987) who argues that an “heir apparent” to the CEO is usually
appointed to the President/COO position in managed successions. This information is
obtained from Compact Disclosure, which gives information (that is obtained from the
firm’s proxy statement) regarding the firm’s top executive officers, their designation and
compensation. Compact disclosure data are taken from December of each year (if the
December data is not available, the immediate prior month is taken). If data are
unavailable on Compact Disclosure, then data are taken from proxy statements.

3. Empirical evidence on the succession process in focused and diversified firms

In this section, we provide evidence on whether the costs of CEO replacement differ in
diversified and focused firms. We examine differences in the type of turnover, the

3 The data are fairly evenly distributed over time. For example, the number of observations in each year ranges
from 429 to 507.

“# For robustness, when calculating the sensitivity of turnover to performance we also use a measure of unrelated
diversification. The results are qualitatively similar using this measure of diversification, which treats segments as
related if they share the same two-digit SIC code.

5 We repeated all of the analysis below including mergers and none of the result changed. Other studies that
have examined CEO turnover have also removed mergers. For example, see Warner et al. (1988), Weisbach
(1988), and Parrino (1997).
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Table 1
Summary statistics of financial and CEO characteristics partitioned by single versus multiple segments

Single Multisegment ANOVA Wilcoxon

segment (prob>F)  (prob>2)
Book value of total assets ($ millions) 5650 9975 0.000 0.000
Number of segments 1 3.36 0.000 0.000
One minus the Herfindhal index 0 0.47 0.000 0.000
Stock-price return relative to the value 0.035 —0.002 0.000 0.082
weighted index for the prior year
ROA relative to the industry average for the prior year 0.067 0.034 0.000 0.000
Age of CEO 56.17 57.35 0.000 0.000
Number of years with the firm 21.72 23.63 0.000 0.000
Number of years as CEO 8.81 7.29 0.000 0.000
Salary and bonus ($ 000s) 1202 1317 0.000 0.000
Fraction of firms with succession plans 0.42 0.46 0.003 0.003

The sample consists of 502 firms originally included in the Forbes Annual Compensation Surveys from
1988-1997. Data on compensation and CEO characteristics come from the Forbes surveys covering the years
1987 through 1997. If firms drop out of the Forbes survey, data on compensation and CEO characteristics are
gathered from corporate proxy statements. Segment data come from the Compustat Industry Segment database
for the years 1987 through 1997. Firms are classified as multisegment if they report operations in more than
one business segment under FASB No. 14 and SEC Regulation S-K. Financial and returns data are taken
from Compustat and CRSP. ROA is calculated as earnings before interest, depreciation and taxes divided by
total assets. All numbers reported are means. Dollar values are expressed in 1997 dollars.

sensitivity of turnover to firm performance, and performance improvements following
turnover.

3.1. Sample characteristics and preliminary evidence on turnover

Table 1 presents summary statistics on firm and CEO characteristics in focused and
diversified firms. The focused firms in our sample have average book assets of $5650
million. The diversified firms in the sample are approximately twice as large with average
book assets of $9975 million. The diversified firms have an average of 3.36 different
business segments and an average Herfindahl-based diversification measure of 0.47,
indicating that these firms have a fairly broad scope of operations.® Diversified firms
exhibit somewhat lower stock-price performance for the sample period relative to focused
firms. The average stock returns relative to the value-weighted market index are —0.2%
for diversified firms and 3.50% in focused firms. Accounting performance (ROA) is
measured as earnings before interest taxes and depreciation divided by total book assets.
Industry-adjusted accounting performance is calculated relative to the median firm in the
sample firm’s primary SIC code using the tightest SIC grouping with at least five firms.
The industry-adjusted return on assets is 6.7% in focused firms and 3.4% in diversified
firms.

On average CEOs of diversified firms tend to be older (by more than a year) and have a
shorter tenure as CEO (7.3 years) compared to CEOs of focused firms (8.8 years).

© When we measure diversification using the number of unrelated segments the average for multisegment firms
is 2.48.
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Consistent with Rose and Shepard (1997), we find that CEOs of diversified firms have
higher levels of fixed pay, earning on average approximately $115,000 more per year in
salary and bonus than CEOs of focused firms. Finally, we find that diversified firms are
slightly more likely to have a named successor to the CEO position than their counterparts
in focused firms.

Table 2 presents details of the CEO turnover events both for the full sample and
conditional on turnover. There are a total of 517 turnovers, of which 71 (13.7%) are
classified as forced, and 102 (19.7%) involve outside succession. The unconditional
frequency of turnover in the sample is 10.7% (=517/4820 * 100), which is similar to that
documented in other studies. Parrino (1997) documents a 12.2% turnover rate over the
period 1969-1989, while Huson et al. (2001) report 10.5% over the period 1971-1994.
The frequencies of forced turnover and outside succession in our sample are also similar to
those reported elsewhere. In Parrino (1997), 13.0% (15.1%) of the turnovers are classified
as forced (outside) and 16.2% (19.0%) of the turnovers in Huson et al. (2001) are forced
(outside).

Examining the summary statistics separately for focused and diversified firms reveals
that the unconditional rate of turnover is similar across focused (10.7%) and diversified
firms. In focused firms, however, 24.8% of all turnovers involve outside CEO
replacement, while this number is lower (16.5%) for diversified firms. The difference is
statistically significant at the 5% level (p=0.02). The smaller incidence of outside CEO
replacement in diversified firms is also consistent with these firms having a larger pool of
internal candidates. In focused firms, 17.8% of all turnovers are forced. For diversified
firms, the corresponding number is 11.1%, and the difference is statistically significant at
the 5% level (p=0.03). The results presented above provide some preliminary evidence
that the CEO turnover process is different for focused and diversified firms. In the next
subsection we provide a more formal analysis of differences in the turnover process
between focused and diversified firms in a multivariate framework.

Table 2

Breakdown of succession type by inside/outside, forced/voluntary partitioned by focused and diversified firms
Different types Full sample ~ Number of departures F-test (p-value)
of turnover (percentage of total turnovers)

Single segment firms Multisegment firms

Inside 415 152 (75.2%) 263 (83.5%) 0.02
Outside 102 50 (24.8%) 52 (16.5%) 0.02
Voluntary 446 166 (82.2%) 280 (88.8%) 0.03
Forced 71 36 (17.8%) 35 (11.1%) 0.03
Full sample 517 202 (100%) 315 (100%)

Full sample turnover rate 10.7% 10.7% 10.7% 0.95

The numbers in parentheses are percentages based on the total number of firm—year observations and the F-tests
are based on the total number of firm—year observations. The sample consists of 502 firms originally included in
the Forbes Annual Compensation Surveys from 1988-1997. Data on compensation and CEO characteristics
come from the Forbes surveys covering the years 1987 through 1997. Segment data come from the Compustat
Industry Segment database for the years 1987 through 1997. Firms are classified as multisegment if they report
operation in more than one business segment under FASB No. 14 and SEC Regulation S-K. Financial data come
from Compustat.
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Table 3A
Logistic regressions estimating the probability of CEO turnover

Independent variables

Diversification measure

Dummy equal to one
for multisegment firms

One minus the
Herfindahl index

Intercept

Age dummy

Log of assets

Change in industry-adjusted ROA, f3,

Stock-price performance relative to the market, f3;
Diversification measure

Diversification measure * industry-adjusted ROA, f,
Diversification measure * relative stock-price performance, f33
¥ test: fo+ =0 (p-value)

%% test: f1+p5=0 (p-value)

Pseudo R?

Number of observations

—2.946 (0.000)
2.275 (0.000)
0.062 (0.064)

~3.217 (0.079)

~0.821 (0.001)

—0.027 (0.766)
2.289 (0.456)
0.611 (0.101)

0.15 (p=0.70)
0.59 (p=0.44)

0.10
4796

—2.947 (0.000)
2.272 (0.000)
0.059 (0.079)

—3.420 (0.052)

~0.816 (0.001)
0.048 (0.757)
5.694 (0.335)
1.291 (0.071)

0.20 (p=0.66)
0.64 (p=0.43)
0.10

4796

The dependent variable is one if identity of the CEO changes. Independent variables include stock-price
performance relative to the market index the year prior to turnover, accounting performance relative to the
industry average the year prior to turnover, firm size, CEO age dummy (=1 if departing CEO was between 64 and
66, =0 otherwise), a variable representing diversification, and the diversification variable interacted with
accounting and market performance. The sample consists of 502 firms originally included in the Forbes Annual
Compensation Surveys from 1988-1997. Data on compensation and CEO characteristics come from the Forbes
surveys covering the years 1987 through 1997, for a total of 4796 firm years. Financial and segment data come
from Compustat. All standard errors and p-values are adjusted for autocorrelation. p-values are in parentheses. All
dollar values are expressed in 1997 dollars.

3.2. Multivariate analysis of CEO turnover

In Table 3A, we use logit regressions to examine the factors that affect CEO turnover in
focused and diversified firms. The dependent variable is equal to one in firm years where
the person occupying the CEO position changes and is equal to zero otherwise. We
employ two different measures of diversification. The first measure of diversification is a
dummy variable equal to one if the firm has more than one business segment. The second
is the Herfindahl-based measure of diversification. Consistent with previous literature, we
include as independent variables firm size (natural log of total assets), a dummy variable
equal to one if the CEO is between the age of 64 and 66 to control for normal retirement,
market-adjusted stock returns, and changes in accounting performance.” Additionally, we
include a measure of firm diversification, and interaction terms between the firm
performance measures and the measure of diversification. The performance and
diversification variables are measured in the year prior to the turnover year. In all of the
analyses, the reported p-values are adjusted for within firm autocorrelation.

In the model specification discussed above, the interaction term measures whether
changes in performance have a differential impact on the odds of turnover between focused

7 Our model specifications are similar to other studies that have examined firm performance and CEO turnover.
For example, see Warner et al. (1988), Weisbach (1988), Cannella and Lubatkin (1993), Parrino (1997), and
Mikkelson and Partch (1997).
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and diversified firms and not whether performance changes have differing effects on the
likelihood (i.e., probability) of turnover (see Powers (2005) and Ai and Norton (2003)). We
present the current model for comparison to previous literature. For completeness, in Table
3B, we also present the results directly measuring differences in the effects of performance
on the likelihood of turnover between focused and diversified firms.

Similar to previous literature, in both model specifications reported in Table 3A, the
odds of turnover are positively related to firm size and the CEO age dummy variable and
negatively related to firm performance. The coefficients on the two measures of
diversification are not statistically significant at conventional levels, indicating that, all
else equal, the rate of turnover is similar in focused and diversified firms. The overall rate
of turnover need not be lower in diversified firms, even if the costs of turnover are higher,
if diversified firms are more likely to manage the succession process. We discuss
succession planning in more detail below.

The performance results above indicate that the odds of CEO turnover decline with
increases in stock return and accounting performance in focused firms. The sensitivity of
turnover to performance for a diversified firm is measured by the sum of the stock return
coefficient and the coefficient on the diversification performance interaction variable.
Examining the sum of these two coefficients indicates that, in contrast to focused firms,
stock-price performance in diversified firms is not related to the odds of turnover in
diversified firms. In Model 1, for example, a Chi-squared test of the sum of the stock
return coefficient and its interaction with the diversification measure cannot reject the
hypothesis that the odds of turnover are unrelated to stock-price performance in diversified
firms (x*>=0.59, p=0.44). Similar results are obtained using the Herfindahl-based
measure, and with accounting-based performance measures.®

As noted above, the coefficient on the interaction term measures whether performance
changes are related to the odds of CEO turnover, and not whether the probability of
turnover is related to performance. To test whether the sensitivity of the likelihood of
turnover to performance is different between diversified and focused firms we compute the
marginal effects as suggested by Powers (2005). The sensitivities are computed holding all
the other variables at their mean values. Standard errors are computed using the delta
method suggested in Greene (2003).

Table 3B reports the sensitivities of the likelihood of turnover to performance for
diversified and focused firms. We find that for focused firms, the likelihood of turnover is

8 Potentially differences in other governance characteristics could affect how turnover differs between
diversified and focused firms. Anderson et al. (2000) find diversified firms have more outside directors and lower
CEO ownership. Denis et al. (1997a,b) find that turnover is less sensitive to performance in firms with high
managerial ownership. They suggest that high ownership insulates managers from disciplinary events. All of our
results continue to hold when we also control for CEO ownership. Weisbach (1988) finds some evidence that
outside directors increase the sensitivity of turnover to performance. Since we do not have evidence on board
composition we do not include that variable in our regression. We do not anticipate, however, that this would have
any significant effect on our findings. If greater outsider representation on the board increases monitoring of the
CEO, we would, ceteris paribus, expect turnover to be more sensitive to firm performance in a diversified firm.
We find the opposite. Finally, it is also possible that our diversification measure is related to the measure by
Parrino (1997) of industry homogeneity. We repeat our entire analysis with Parrino’s homogeneity measure
included in the regressions with similar results.
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Table 3B
The sensitivity of turnover to performance is given for focused and diversified firms for both stock-price
performance and accounting performance

Diversification measure

Dummy equal to one for multisegment firms One minus the Herfindahl index
Model 1 Model 2

Performance measure is stock-price relative to market

Focused firm —0.069 (0.001) —0.067 (0.000)

Diversified firm —0.017 (0.412) —0.018 (0.356)

Difference —0.052 —0.049

p-value of difference 0.000 0.000

Performance measure is industry-adjusted ROA

Focused firm —0.271 (0.080) —0.280 (0.051)
Diversified firm —0.077 (0.614) —0.062 (0.672)
Difference —0.194 —0.218
p-value for difference 0.367 0.629

In model #1, difference is the marginal effect of performance on turnover for a diversified firm minus the marginal
effect for a focused firm. In model #2, difference is the marginal effect of performance on turnover for the median
diversified firm (Herfindahl index for median diversified firm=0.53) minus the marginal effect for a focused firm
(Herfindahl index=1). Marginal effects are evaluated at the means of the variables. Numbers in parentheses
represent the p-values of the marginal effects, and are computed using the Delta method (see Greene, 2003).

sensitive to stock-price performance (the coefficient estimate on stock-price performance
is —0.069, p-value=0.001). In contrast, the likelihood of turnover is not sensitive to stock
performance in diversified firms (i.e., the sum of the coefficient estimate on stock-price
performance and that of performance interacted with the diversification dummy is —0.017,
p-value=0.412).” When we use industry-adjusted ROA as the performance measure, we
find that the likelihood of turnover in focused firms is sensitive to performance
(coefficient=—0.271, p-value=0.080), while again, the likelihood of turnover in
diversified firms is not sensitive to accounting performance. When we repeat this exercise
using our second measure of diversification (Model 2), we find similar results.

Finally, it may be the case that the differences in turnover-performance sensitivities
across focused and diversified firms are due to differences in the distributions of their
performance measures.'® For instance, multisegment firms could have worse performance
than average, but have lower variance in their performance measures. Consequently, for
robustness, we try and account for the fact that the distribution of returns may differ
between diversified and single segment firms. Specifically, we repeat the regression in
Model 1, but instead measure performance as the number of standard deviations from the
mean of firms of that type (i.e., single or multisegment). Although detailed results are not
reported in the interest of brevity, we find that the results in Table 3A remain qualitatively
unchanged.

® This test is similar to the y? test conducted above. The sensitivity of turnover to stock-price performance for
focused versus diversified firms is significantly different at better than 1%.
1 We thank the referee for suggesting this possibility.
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Table 4

Multivariate regression analysis of performance changes following CEO turnover

807

Independent variables

Model 1

Model 2

Intercept
Firm size two years prior to turnover
Multisegment dummy variable
Change in assets one year prior to one year post-CEO turnover
Change in assets one year prior to one year
post-CEO turnover * multisegment dummy variable
Dummy variable for forced turnover
Dummy variable for forced turnover* multisegment dummy variable
Number of observations
Adjusted R?

—0.014 (0.382)
0.001 (0.725)
0.013 (0.007)

—0.051 (0.000)
0.028 (0.105)

435
0.064

—0.009 (0.593)
0.001 (0.809)
0.009 (0.074)

—0.049 (0.001)
0.027 (0.116)

—0.032 (0.004)
0.035 (0.013)
435
0.078

The sample consists of 453 CEO turnover events from 502 firms originally included in the Forbes Annual
Compensation Surveys from 1988—1997. The sample period covers the years 1987 through 1997. The dependent
variable is the operating performance changes from the year prior to 1 year after succession (i.e., —1 to +1).
Operating performance is measured as operating profit divided by total assets. Independent variables include firm
size (the log of total assets the year prior to turnover) and the change in assets during the same performance
window (i.e., —1 to +1). Also included as independent variables are a dummy that equals one if a firm reports
more operation in more than one business segment and a dummy variable that equals one if turnover is forced.
Segment data come from the Compustat Industry Segment database for the years 1987 through 1997. Firms are
classified as multisegment if they report operation in more than one business segment under FASB No. 14 and
SEC Regulation S-K in the last year of the old CEO’s tenure. Financial data come from Compustat.

3.3. Changes in firm performance following CEO turnover

The results above indicate that the succession process is different between focused and
diversified firms and are consistent with the idea that the costs associated with replacing
the CEO are higher in diversified firms. If diversified firms face higher replacement costs,
either because CEOs of diversified firms are drawn from a smaller labor pool or because
they are more likely to be entrenched, then CEOs in diversified firms will not be replaced
until the expected benefits outweigh the costs of succession. This argument implies that
performance improvements around CEO succession should be larger in diversified firms
compared to focused firms. Furthermore, the largest benefits should occur in diversified
firms when turnover is disciplinary or forced.

To examine the benefits (and costs) associated with succession, Table 4 reports the
results from multivariate regression analysis of changes in operating performance
following CEO turnover in focused and diversified firms. The dependent variable in the
regressions is the change in ROA that occurs beginning the end of the last year of the old
CEOQ’s tenure and ending the first full year after the new CEO takes over (i.e.,a —1 to +1
window with zero being the turnover year). This measure is similar to the performance
measure in Huson et al. (2004)."" We also examine a —1 to +2 and —1 to +3 window
(results not reported) with similar results. Independent variables include firm size (the log
of total assets two years prior to turnover) and the change in assets during the same

' See also Denis and Denis (1995). We also examined relative accounting performance changes, where ROA is
measured net of median ROA at the two-digit SIC industry level. Our results are unchanged.
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window (i.e., —1 to +1) over which performance changes are measured. The change in
assets is measured as a percentage change, computed as log of assets at r=+1 less log of
assets at r=—1. We include the change in assets to control for any performance
improvements associated with restructuring. Other independent variables include a
dummy variable that captures diversification, and a dummy variable for forced turnover.

Model 1 indicates that following CEO turnover, diversified firms show greater
improvements in operating performance compared to focused firms. The coefficient
estimate on the diversification dummy indicates that operating performance improvements
in diversified firms are 1.3% (p=0.007) larger than those in focused firms, assuming no
change in assets. For the average firm, the change in assets is 0.019 (median=0.004)."2
The operating performance improvement for an average diversified firm relative to a
focused firm is therefore significantly positive (sum=0.013+0.028*0.019=0.014, p-
value=0.007). We also find that firms that reduce assets, as captured by the change in total
asset variable, show greater operating performance improvements relative to firms that
increase assets. The coefficient on the interaction term is positive indicating that the
restructuring effect is weaker in diversified firms, however the coefficient is not
statistically significant at conventional levels (p=0.105).

Model 2 includes a dummy variable for forced turnover and the interaction of the
forced turnover dummy with the diversification indicator. The results indicate that,
relative to focused firms, performance improvements are greater in diversified firms
following forced turnover. The effect of forced turnover on performance changes in
diversified firms relative to that for single segment firms is the sum of the coefficients on
the multisegment dummy, the change in assets X multisegment dummy, and the forced
dummy X multisegment dummy. The sum of the coefficient estimates (at the mean value
of change in assets) for these three terms is 0.045 (p-value<0.01). Overall, the results are
consistent with the view that diversified firms face higher CEO replacement costs and that
turnover in diversified firms occurs only when the expected benefits outweigh the costs of
CEO replacement."?

4. Sources of higher succession costs in diversified organizations

The previous section provides some evidence that CEO replacement costs are higher for
diversified firms compared to focused firms but does not identify the reasons for the higher
replacement costs. A potential reason for the higher replacement costs is that diversified
firms require higher ability CEOs, which restricts the pool of qualified candidates to

'2 The mean change in assets for diversified firms is —0.010 (median=—0.006) and for focused firms is 0.067
(median=0.028).

13 We also examine the market reaction to turnover announcements between focused and diversified firms and
find that the most positive stock-price reactions occur in diversified firms following forced CEO turnover. The
market reaction to forced turnover in diversified firms, however, is not significantly different from that in focused
firms. One potential problem with examining the market reaction is that both the costs and benefits of turnover are
incorporated into the market’s expectation. Consequently, it is possible that the benefits and costs of turnover are
higher in a conglomerate, but the difference between the benefits and costs could be the same for both focused
and diversified firms.
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replace the incumbent, thereby making CEO replacement costly. Alternatively, the higher
replacement costs in diversified firms might arise because CEOs in diversified firms are
more likely to be entrenched. To help distinguish between these two hypotheses as sources
for the higher replacement costs we focus much of our analysis in this section on the
characteristics of the new CEO following turnover. While both hypotheses share some
common predictions about characteristics of the incumbent chief executive they differ in
predictions as to what type of new CEO is needed as a replacement.

4.1. Characteristics and educational background of the new CEOs

Table 5 presents summary statistics on the characteristics of the departing and new
CEOs in our sample. As shown in the table, departing CEOs in diversified firms are
approximately one year older than departing CEOs in focused firms (p-value=0.089) and
have about one year less tenure in the CEO post, although the latter result is not
statistically significant (p-value=0.224). Consistent with the idea that CEOs in diversified
firms require more human capital, newly appointed CEOs in diversified firms are almost
two years older than new CEOs in focused firms (p-value<0.01) and there is some
evidence that inside successors have nearly two years more experience with the firm on
average (p-value=0.109).

Table 5
Summary statistics on CEO characteristics and educational background conditional on succession

Single Multisegment ~ ANOVA Wilcoxon

segment (prob>F)  (prob>Z2)
CEO characteristics:
Age of old CEO in year of turnover 60.69 61.58 0.089 0.080
Age of new CEO 52.49 54.20 0.001 0.001
Number of years as CEO (old CEO) 10.60 9.73 0.224 0.286
Number of years with firm (new CEO) 15.40 17.28 0.109 0.059
Educational characteristics: new CEOs
Number of college degrees 1.15 1.39 0.000 0.001
Fraction with a graduate degree 0.40 0.50 0.016 0.016
Fraction with an MBA 0.18 0.23 0.204 0.204
Fraction with a college degree from a top-tier school 0.16 0.22 0.150 0.150
Educational characteristics: incumbent CEOs
Number of college degrees 1.15 1.33 0.000 0.000
Fraction with a graduate degree 0.39 0.48 0.000 0.000
Fraction with an MBA 0.19 0.23 0.000 0.000
Fraction with a college degree from a top-tier school 0.25 0.28 0.018 0.018

The sample consists of 502 firms originally included in the Forbes Annual Compensation Surveys from
1988-1997. Data on CEO characteristics and educational background come from the Forbes surveys covering
the years 1987 through 1997. Information on the old CEO comes from the year prior to turnover.
Characteristics on the new CEO come from the turnover year. Segment data come from the Compustat
Industry Segment database from the years 1987 through 1997. Firms are classified as multisegment if they
report operation in more than one business segment under FASB No. 14 and SEC Regulation S-K. Financial
data come from Compustat.
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The table also reports statistics on differences in the educational backgrounds of the
new CEOs in diversified firms and focused firms. We find that new CEOs of diversified
firms have more degrees on average (p-value=0.000), and are more likely to have a
graduate degree (p-value=0.016). These results also hold for incumbent CEOs. Although
a greater fraction of new CEOs in diversified firms have MBAs, the difference between
diversified and focused firms is not statistically significant. The current CEOs of
diversified firms, however, are more likely to have an MBA (p=0.000). Finally, CEOs of
diversified firms have a better quality of education as demonstrated by the greater
proportion of CEOs from diversified firms with a degree from a top-tier school. The
difference, however, is statistically significant only for incumbent CEOs (p=0.018) and
not for new CEOs (p=0.15).'* Interestingly, while not reported in the table, we find that
when we combine incumbent and new CEOs, diversified firms are more likely to have a
CEO with a degree from a top-tier school (p=0.008).

Although not reported in a table, we also examine the differences in CEO
characteristics controlling for firm size and the type of turnover (e.g., inside/outside and
forced/voluntary). It is important, however, to recognize that size and diversification are
positively correlated and that size may also be related to organizational complexity in ways
similar to diversification. In general, the results are similar to those reported in the
univariate analysis above. Departing CEOs in diversified firms have similar tenure relative
to departing CEOs in focused firms. We find this to be true even when the turnover is
forced. The age difference between new CEOs in diversified and focused firms remains
statistically significant after controlling for firm size. We also find that the number of
degrees held by the CEO, the fraction of CEOs with a graduate degree, and the fraction of
CEOs with degrees from a top-tier school are significantly higher for diversified firms (at
1% and 5% and 1% respectively), when controlling for firm size.

Finally, we examine succession planning in both types of firms. We define a firm as
having a formal succession plan when the CEO and President titles are separated. This
definition of succession plans follows Vancil (1987) and Cannella and Lubatkin (1993).
We find that for firms experiencing turnover, 72% of the diversified firms split the
President and CEO position the year prior to turnover compared to 64% of the focused
firms. This result is consistent with diversified firms establishing a formal succession plan
to ease the transition of the new CEO. Of course, it could be the case that diversified firms,
being more complex, have a separate President and a CEO position in order to better
manage the firm. The presence of a President, therefore, could merely be an optimal
organization form for these firms, and may not really represent succession planning. If this

' We use the school rankings used in Palia (2000) to identify top-tier schools. For undergraduate degree he uses
a ranking of undergraduate programs from Coleman (1973) that identifies top schools in the late 60s. He used that
particular ranking because most of the CEOs in his sample received their undergraduate degrees at that time. His
data cover the period 1988 to 1993, which is slightly earlier than our sample period but does overlap. These
schools in alphabetical order include Brown, Columbia, Cornell, Dartmouth, Duke, Georgetown, Harvard,
Northwestern, Princeton, Stanford, and Yale. For the MBA programs the schools in alphabetical order are
Berkeley, Chicago, Columbia, Harvard, Michigan, NYU, Stanford and Yale. He argues that the labor market slots
CEOs with lower quality into regulated business environments. We also have some weak evidence that this occurs
in non-regulated industries as well.
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is true, we should observe that diversified firms have both a President and a CEO position
filled all the time. We observe, however, that the President and CEO positions are typically
split in anticipation of the turnover. For example 4 years prior to turnover the proportion of
firms that have the President and CEO position split is identical between focused and
diversified firms (48%). Our findings are consistent with diversified firms managing the
succession process by splitting the President and CEO position over the years prior to
turnover (see Naveen (in press) for similar arguments).

While the findings provide evidence in favor of the ability-matching hypothesis one
limitation to our analysis is that a number of the results, while consistent with ability-
matching, are also consistent with managerial entrenchment. For example, perhaps
education and age make it easier for managers to entrench themselves. Several
observations are noteworthy at this point. First, under the managerial entrenchment
hypothesis we would expect to observe longer CEO tenure in diversified firms, especially
when turnover is forced.'> We do not find this. Second, the results on succession planning
also appear to be inconsistent with managerial entrenchment. We would not expect CEOs
or the firm to formally plan for their succession if they were entrenched. Finally, our
findings that there is a tendency for new CEOs to be more educated in diversified firms
appear to be more consistent with the ability-matching hypothesis. To provide additional
evidence on the sources of the higher replacement costs, we examine below CEO pay and
the level of restructuring activity following CEO turnover.

4.2. Compensation of new CEOs

Another way to examine if CEOs in diversified firms have greater ability than their
counterparts in focused firms is to examine the compensation of newly appointed CEOs. If
CEOs in diversified firms have greater ability, they should earn a premium relative to
CEOs in focused firms. For example, Rose and Shepard (1997) and Anderson et al. (2000)
find that CEOs in diversified firms have higher levels of compensation than CEOs in
focused firms. Of course it is possible that a compensation premium is the result of CEO
entrenchment. We do not expect, however, that the old CEO would be able to pass along
the entrenchment premium to a new CEO, especially if the turnover is forced.

To test these hypotheses, we regress the log of salary and bonus of the new CEOs in our
sample on our diversification measures and several control variables. We also include a
dummy variable for forced turnover and its interaction with the diversification measure.
We focus on salary and bonus and not total compensation because total compensation as
measured by the Forbes survey includes the ex-post value of exercised stock options.
When comparing option pay between insiders and outsiders the Forbes measure is
problematic because insiders may have exercisable options from prior positions in the

'3 Even if we found CEOs with longer tenure in diversified firms this might not be inconsistent with the ability-
matching hypothesis. If the CEO replacement costs are higher in a diversified firm then boards of diversified firms
may give CEOs more flexibility and power in the decision making process. If the board grants the CEO more
leeway in the decision making process we could observe longer tenure for CEOs in a diversified firm, especially
following forced turnover. We find, however, no difference in CEO tenure.
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Table 6
Determinants of compensation for new CEOs at focused and diversified firms depending on the type of turnover

Independent variables Dependent variable

Log of salary Log of salary Log of salary Log of salary

and bonus and bonus and bonus and bonus
Multisegment dummy 0.117 (0.041) 0.116 (0.043) - -
One minus the Herfindahl index - - 0.220 (0.030) 0.221 (0.030)
Dummy equal to one for - —0.275 (0.604) - —0.125 (0.805)
forced turnover
Segment dummy * forced dummy  — 0.195 (0.765) - -
(One minus the - - - —0.058 (0.958)
Herfindahl) * forced dummy
Log of assets 0.261 (0.000) 0.260 (0.000) 0.261 (0.000) 0.260 (0.000)
Age of new CEO —0.002 (0.732) —0.001 (0.762)  —0.002 (0.667)  —0.002 (0.653)
Market return year ¢ 0.227 (0.009) 0.225 (0.010) 0.224 (0.010) 0.220 (0.012)
Accounting return year ¢ 1.432 (0.000) 1.425 (0.000) 1.433 (0.000) 1.43 (0.000)
Year dummies Yes Yes Yes Yes
Two-digit SIC dummies Yes Yes Yes Yes
R? 0.254 0.254 0.255 0.255
Number of observations 426 426 426 426

The dependent variables include salary and bonus. Independent variables include two different measures of
diversification, a dummy equal to one if the turnover is forced, and the diversification measures interacted with
the forced dummy variable. Other independent variables include firm size, age of the new CEO, along with
market and accounting measures of performance. The sample consists of 502 firms originally included in the
Forbes Annual Compensation Surveys from 1988—1997. Data on compensation and CEO characteristics come
from the Forbes surveys covering the years 1987 through 1997. When firms drop out of the Forbes survey, data
on compensation and CEO characteristics are gathered from corporate proxy statements. Segment data come from
the Compustat Industry Segment database for the years 1987 through 1997. Firms are classified as multisegment
if they report operation in more than one business segment under FASB No. 14 and SEC Regulation S-K.
Financial data come from Compustat. All dollar values are expressed in 1997 dollars.

firm, while outsiders are not likely to have exercisable options.'® For the control variables,
we use current performance measures because we have no prior performance measures for
the new CEO. The compensation measures come from the first full year of the new CEOs
tenure (i.e., their second year of office). We focus on the second year because
compensation in the first year for insiders who become the new CEO may reflect their
old position and compensation in the first year for outsiders who become the new CEO
may reflect less than a full year’s pay. The entrenchment hypothesis predicts that the
compensation premium should disappear following forced turnover, while the ability-
matching argument predicts that the diversification premium should be similar across both
forced and voluntary turnovers.

The results of these regressions are reported in Table 6. Similar to Rose and Shepard
(1997), all the model specifications indicate that executives in diversified firms receive

16 Rose and Shepard (1997) also examine differences in salary and bonus. Anderson et al. look at salary and
bonus plus options. They find that CEOs in diversified firms receive more in both salary and bonus and option
pay. While we do not have the appropriate measures of option pay for our analysis the results from Anderson et al.
(2000) provide some evidence that our findings on salary and bonus can be extended to total compensation.
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higher levels of salary and bonus. For example, in the first column of Table 6, the
coefficient estimate on the multisegment dummy variable is 0.117 (p=0.041), indicating
that new CEOs in diversified firms earn about 12% more than their counterparts in focused
firms. There is no difference, however, in the diversification premium following forced
turnovers. Specifically, the coefficient estimates on the forced turnover dummy variable
and its interaction with the diversification measures (column two) are not significantly
different from zero at traditional significance levels. Similar results are obtained using the
Herfindahl-based diversification measure as seen in columns three and four. For salary and
bonus, it does not appear that the diversification premium is lost once the old CEO leaves,
even when turnover is forced. Therefore, we argue this result is most consistent with the
hypothesis that managers in diversified firms earn an ability premium relative to managers
in focused firms.'”

5. Restructuring following CEO turnover

In this section, we examine restructuring activities around CEO turnover in diversified
and focused firms. Under the ability-matching hypothesis, diversification represents a
value-added business structure. Consequently, this hypothesis predicts that CEOs are
matched to the firm’s assets, and that diversified firms require CEOs with higher ability
relative to focused firms. This implies that, following CEO turnover, we should not expect
to observe significantly more restructuring in diversified firms relative to focused firms.'®
In contrast, if diversification is associated with managerial entrenchment we expect to find
a significant amount of restructuring following CEO turnover in diversified firms, since
under this hypothesis CEOs tailor the activities of the firm to fit their specific human
capital (or engage in empire building). Additionally, restructuring should be especially
more prevalent following disciplinary turnovers, since with voluntary turnover incumbents
may be able to pass on entrenchment to their supporters who can maintain the status quo.'”

'7 1f the entire management team is entrenched, new CEOs from within the firm may possibly be able to retain
the compensation premium. Therefore, we also ran the same regression partitioning by inside and outside
succession. The results were similar to those found when partitioning by voluntary and forced turnover.

18 Potentially we might see significant restructuring activity in diversified firms even under the ability-matching
hypothesis. If diversified firms require CEOs with greater ability the board of directors could give these CEO
more discretion, which could lead to greater deviation in the asset structure of the firm from its optimal level prior
to CEO replacement. Under this scenario we would expect to observe more restructuring following CEO turnover,
especially following forced turnover. Consequently, a finding of more restructuring activity following turnover
would be consistent with both hypotheses. No difference in restructuring activity following CEO turnover, which
is what we find, would appear to be more consistent with ability-matching.

19 There is some evidence that restructuring activities follow CEO turnover in general. For example, Weisbach
(1995) examines divestitures that coincide with CEO succession. He finds that poorly performing acquisitions of
the previous CEO are more likely to be divested by the new CEO. Berger and Ofek (1999) examine refocusing
activity at diversified firms. They find that diversified firms are more likely to refocus following major events of
market discipline. Denis et al. (1997a,b) find similar results. None of these studies focus on what happens
following the succession process in a broad sample of diversified firms or how this activity compares to focused
firms.
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5.1. Restructuring activities following CEO turnover

To examine restructuring activity around CEO turnover, we compute the growth in book
assets and the change in the number of reported business segments that occur over the two-
year period beginning the end of the last year of the old CEO’s tenure and ending the first
full year after the new CEO takes over. Although not reported, the results are similar when
we measure restructuring activity over longer windows. Asset growth is calculated as the
difference in the log of total book assets over this time period, and thus measures the two-
year continuously compounded growth rate in assets. To provide a benchmark, we also
compute these same variables for nonturnover years. For nonturnover years, the change in
assets and the change in business segments are calculated in each two-year interval between
1987 and 1997 excluding the two-year period surrounding the turnover year.

Panel A in Table 7 compares differences in asset growth between focused and
diversified firms. We also control for firm size, because smaller firms are likely to have
higher average growth, and for prior performance, because poorly performing firms are
more likely to refocus or restructure their asset base. For turnover years, firm size and
accounting performance are measured the year prior to the turnover year. For nonturnover
years, firm size and accounting performance are measured the year prior to each calculated
two-year change in total assets or change in business segments.

The results from panel A indicate that asset growth is lower for larger firms and for
diversified firms. The coefficient estimates on the size variable and the diversification
dummy variable are negative and significant. As expected, asset growth is significantly
positively correlated with accounting performance. The coefficient estimate on the
turnover dummy is negative and significant (p-value=0.001). This result is consistent
with the finding of Weisbach (1995) that firms tend to divest assets following turnover. We
do not, however, find a significant difference in asset growth rates following CEO turnover
between focused and diversified firms. The coefficient estimate on the interaction dummy
variable is positive, but not statistically significant (p-value=0.233).

Panel B in Table 7 examines whether diversified firms are more likely to refocus
following CEO turnover. The dependent variable is a dummy equal to one if the firm reduces
its number of reported business segments and equal to zero otherwise. The logit regressions
in panel B use only the sample of diversified firms because focused firms can only increase
their reported number of business segments. The basic model specification is similar to that
reported in Berger and Ofek (1999), but unlike their analysis, we examine a random sample
of firm years and not on a sample of firms that reduce their number of business segments.

The first column in panel B shows that diversified firms are more likely to refocus
following poor accounting performance. The coefficient estimates on accounting
performance are negative and statistically significant. This result is consistent with Berger
and Ofek (1999). The coefficient estimate on the turnover dummy, while positive, is only
marginally significant (p-value=0.122). The average change in the number of business
segments in our sample, however, is economically small. For example, simple univariate
analysis (not reported in the table) indicates that the median change in the number of
business segments following CEO turnover is zero.

The second column in panel B, repeats this analysis, but also has an indicator variable
for forced turnovers. Interestingly, the likelihood of refocusing in diversified firms does
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Table 7

815

Multivariate regression and logistic analysis of changes in total assets and number of reported segments
surrounding CEO turnover in focused and diversified firms

Panel A: Dependent variable is the
two-year change in total assets

Panel B: Dependent variable is a dummy equal to one if the
firm reduced number of reported business segments

(multisegment firms only)

Intercept

Firm size

Accounting performance
Dummy equal to one

0.268 (0.000)
—0.029 (0.000)

0.586 (0.000)
—0.071 (0.001)

Intercept
Firm size
Accounting performance
Dummy equal to one if

— 1.242 (0.006)
0.019 (0.694)
—2.548 (0.004)
0.238 (0.122)

—1.250 (0.005)
0.020 (0.687)
—2.525 (0.004)
0.210 (0.199)

CEO turnover
Dummy equal to one if  —
turnover is forced

if CEO turnover

Multisegment dummy —0.074 (0.000) 0.230 (0.587)

Turnover dummy * 0.031 (.233)

multisegment dummy
Number of observations 3401 Number of observations 2104 2104
R? 0.098 Pr>X? 0.007 0.014

The sample consists of 453 CEO turnover events from 502 firms originally included in the Forbes Annual
Compensation Surveys from 1988—1997. The sample period covers the years 1987 through 1997. In Panel A, the
dependent variable is the change in total assets. Independent variables include firm size, accounting performance,
a dummy equal to one if the firm reports more than one business segment, and a dummy equal to one if there was
turnover. For the turnover observations, the change in total assets is the continuously compounded two-year
growth rate in total assets from the last year of the old CEO’s tenure to the first full year of the new CEO’s tenure
(i.e., —1 to +1 around the turnover year). For nonturnover years, a change in assets is calculated in each two-year
interval between 1987 and 1997 excluding the turnover year. For turnover years firm size and accounting
performance are measured the year prior to the last year of the incumbent CEO. For nonturnover years, firm size
and accounting performance are measured the year prior to each calculated two-year change in total assets. For
panel A, observations include both focused and multisegment firms. In Panel B, the dependent variable is a
dummy equal to one if a diversified firm reduced the number of reported business segments. Independent
variables include firm size, accounting performance, a dummy equal to one if there was turnover, and a dummy
equal to one if turnover was forced. For turnover years, the change in the number of business segments is
calculated between the last year of the old CEO and the first full year of the new CEO. For turnover observations,
firms size and accounting performance are calculated the year prior to the change in the number of business
segments. For nonturnover years, changes in business segments are calculated for each two-year interval
excluding turnover years. Firm size and accounting performance are then calculated for each of the observations
for the prior year. For Panel B, observations include only multisegment firms. Logistic regressions are performed
in Panel B. Segment data come from the Compustat Industry Segment database for the years 1987 through 1997.
Firms are classified as multisegment if they report operation in more than one business segment under FASB No.
14 and SEC Regulation S-K in the last year of the old CEO’s tenure. Financial data come from Compustat. Dollar
values are expressed in 1997 dollars.

not depend on whether turnover is voluntary or forced. The coefficient estimate is positive
but not statistically significant for the forced turnover dummy variable (p-value=0.587).
If diversification is the result of managerial entrenchment, we would expect to see the
greatest amount of restructuring following forced turnovers.?

20 We recognize that using all nonturnover years results in autocorrelation of the nonturnover observations and
potentially overstates the 7-statistics. To address this problem we also performed the same analysis, but selecting a
nonturnover observation at random for each turnover observation. The results were identical or provided even
weaker evidence that turnover leads to significant changes in asset structure.
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The results on restructuring are inconsistent with the entrenchment hypothesis and,
taken together with earlier findings, provide additional evidence that CEOs of diversified
firms are drawn from a different labor market compared to CEOs of focused firms.

6. Conclusions

Despite the importance of the CEO position, relatively little research has been
devoted to understanding CEO labor markets, and how characteristics of the
organization affect the costs of CEO replacement. In this paper, we provide evidence
on these issues by examining how CEO turnover and succession patterns vary with the
level of firm diversification. Our results indicate that the nature and scope of a firm’s
assets affect the costs associated with replacing the CEO, and that the CEO succession
costs in diversified firms are higher than those for focused firms. Our evidence suggest
that the higher replacement costs in diversified firms occur because diversified firms
require CEOs of greater ability. They do not generally support the view that CEOs in
diversified firms are more likely to be entrenched. Our analysis therefore suggests there
are differences in the labor market for CEOs and that organizational structure does
affect organizational costs (Coase (1937)). Further analysis of how firms match new
CEOs with the firm’s assets and how this affects firm performance are fertile areas for
future research.
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