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Abstract

In the decade between years 2001 — 2011 Kenya experienced change of CEOs of listed firms through dismissal,
resignation and retirement which created a need to establish whether CEO departure events had a significant
influence on stock returns and profitability of the affected firms. In this research 9 CEO departure events 3
dismissal, 3 retirement and 3 resignation events were analyzed. Abnormal stock returns were computed by
employing the market model and profitability of the affected listed firms was measured by employing return on
assets (ROA). Paired samples t-test was employed to examine whether there was a significant difference in the
abnormal returns and profitability (ROA) during pre and post CEO departure period. The findings indicated that
there was no significant difference in abnormal stock returns and profitability in the pre and post CEO departure
events. The findings implied that NSE investors were not excited by change of CEOs and that the NSE is semi
strong form efficient.
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1. Background of the Study

Kenyan listed companies have in the recent years experienced CEO departures due to various reasons including
poor financial performance of the companies that they manage. In most cases, the performance of CEOs is
usually pegged on the financial performance of the firms that they manage (Magnan, Thorne, & Raymond, 2010).
Financial performance of firms have been found to be more variable in firms where CEOs have greater power to
influence decisions especially where the CEOs are also the founders of the firm (Adams, Almeida and Ferreira,
2005). This research focused on analyzing the profitability and stock performance of Kenyan listed companies
during pre and post CEO departure events.

The leadership capability of chief executive officers CEOs and their entrepreneurship skills are key strategic
resources that can determine a firm’s growth and performance (Wu, 2014). CEOs are known to possess various
types of power to enable them steer firms in the right direction including: legitimate power of being influential
by virtue of the senior positions in firms. CEOs also possess expert power of having technical information or
specific and unique skills that are respected. Some CEOs possess coercive power and hence are able to
discourage undesired actions of others. By having reward power CEOs are able to encourage desired actions of
others. Referent power enables CEOs to use their strong interpersonal skills, charm, attractive personality and
charisma to influence others positively (Schepker, 2012; Gonglaves, 2013).

Change of CEO may be as a result of dismissal, resignations, retirement and even death (Wu, 2014). For poorly
performing firms, CEO dismissal is seen as the ultimate punishment by the board of directors (Wiersema, 2002).
Financial wrongdoings may be an important reason causing the resignation of CEOs especially due to external
pressure from stakeholders (Wu, 2014). Planned CEO retirements are regarded to be generally smooth and often
involve successors who are well known to the incumbent CEO (Ishak, Ismail and Abdulla, 2014). In Kenya
listed firms have had CEO dismissal, resignation and retirement events but no CEO has died while in office
during the study period of this research.

1.1 Motivation of the Study

Stock market investors are on the lookout for any information that can assist them in outperforming the market
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and hence generate profits for them in the form of abnormal stock returns. However, all past relevant information
is assumed to be already incorporated in stock prices in weak form efficient markets while all publicly available
information is deemed to be already incorporated in stock prices in semi strong form efficient markets (Fama,
1991). Due to the key positions that CEOs occupy in firms, it is expected that if a CEO departs from the
position that would make news and cause significant effect on stock prices and returns if the market is weak
form efficient and if semi strong form efficient, CEO departure would go unnoticed as far as stock prices and
returns are concerned (Fama, 1991).

Most research on CEO succession and other corporate governance mechanisms has been conducted on U.S.
firms and there has been limited research on the firm performance after CEO departure (Bresser et al., 2005).
Previous studies in Kenya also indicate mixed results regarding the relationship between change of CEOs and
firm performance as some companies have posted positive post succession performance while others had the
same level of return or even poor returns in the post succession period (Ondieki, 2011) and hence the motivation
for the current.

1.3 Research Objectives

1. To assess whether there is a difference in abnormal stock returns associated with the dismissal, retirement
and resignation of CEOs from Kenyan listed companies

2. To test whether there is a difference in profitability associated with dismissal, retirement and resignation
of CEOs from Kenyan listed companies

2. Theoretical Literature Review
2.1 Efficient Market Hypothesis

Efficient market hypothesis was developed by Eugene Fama (1965). The theory posits that in weak form efficient
markets stock prices occur in a random manner making it impossible to outperform such markets by employing
past information. The theory also posits that it not possible to employ publicly available information or past
information to outperform semi-strong form efficient markets. Strong form efficient markets cannot be
outperformed by employing past or publicly available or even privately held information according to the theory.
The main implication of efficient market hypothesis is that investors should trust market prices and that in efficient
markets investors get value for money (Fama, 1991). NSE has in the past been deemed as weak form efficient and
thus making it possible to outperform it by employing of new information that is yet to be incorporated in the stock
prices in the form of events like CEO departure.

2.2 Agency Theory

Agency theory (Jensen and Meckling, 1976) shows the relationship between the principal and agent and explores
the conflict that usually arises between the principal and agent due to their different interests where managers are
interested in remuneration and fringe benefits while the owners who are the principals are interested in
maximization of their wealth. Agency theory asserts that managers are not fully interested in maximizing
shareholders wealth and hence the source of conflict between the managers and owners. The owners thus employ
a variety of manager performance monitoring mechanisms to safeguard their interests in the firm. CEOs being
agents of firm owners may not necessarily have the same objectives as the firm owners and hence the pegging of
the rewards to CEOs on the firm performance to act as an incentive for improved performance.

2.3 Stewardship Theory

Stewardship theory argues that managers are inherently trustworthy and not prone to misappropriate corporate
resources. Managers are deemed to be stewards whose behaviors are supposed to be aligned with their principals
who are the owners of resources (Donaldson, 1990). This is a contradiction to the agency theory that deems that
the objectives of managers are not aligned with those of shareholders (Maher and Anderson, 1999). If the
incentive schemes are crafted in a manner that makes CEOs part owners of the firms say through executive stock
options, the CEOs objectives are likely to be aligned to those of firm owners.

2.4 Empirical Literature Review

Bresser et al., (2005) studied the performance implications of CEO dismissals: evidence from a stakeholder
environment when considering ROA and EBIT/TA, data on 91 sample succession events on all large German
stock companies (DAX 100) was collected for the years 1998 — 2003. Three accounting measures of
performance and one market measure are utilized: operating earnings to total assets (EBIT/TA), return on assets
(ROA), sales growth (SG), and total return to the firm’s shareholders (RTS). The results indicated that firms with
fired CEOs have significantly lower pre-succession accounting performance than their industry counterparts or
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firms with routine CEO succession events. The results also indicated that there was relative improvement of
operating earnings when dismissal firms are contrasted with routine succession firms and that firms that have
dismissed their CEO have (in some cases significantly) lower post-succession accounting and market
performance than pre-succession performance.

Kiogora, (2012) studied the relationship between chief executive officer turnover and firm performance, for
companies quoted at the Nairobi Securities Exchange. A descriptive cross sectional research design was
employed and 17 Kenyan listed firms were sampled for the study. The results indicated that there exists a
positive relationship between CEO turnover and firm performance which implied that CEO turnover or change
can be employed to enhance the performance of a poorly performing firm.

Jenter and Kanaan, (2015) studied CEO turnover and relative performance evaluation. They collected sample of
3,365 CEO turnovers from 1993 to 2009. The study employed regression analysis. The results indicated that
CEOs are fired after bad firm performance caused by factors beyond their control. CEOs are significantly more
likely to be dismissed from their jobs after bad industry and, to a lesser extent, after bad market performance.
The results also indicated that a decline in industry performance from the 90™to the 10th percentile doubles the
probability of a forced CEO turnover.

3. Research Methodology
3.1 Research Design

This study used quantitative research design and focused on collecting and analyzing stock return and
profitability data of listed companies in Kenya.

3.2 Population and Sampling

In this research the target population was the 24 firms listed in the NSE that were affected by CEO departure
during the study period of years 2001 to 2014. A sample of 9 CEO dismissal, retirement and resignation events
were selected using purposive sampling method and consisted of 3 CEO dismissal events, 3 CEO retirement
events and 3 CEO resignation events as per Appendix 1. There was no CEO death while in office events during
the study period.

3.3 Data Collection Method

Secondary data in the form of stock and market returns was derived from closing stock price data and closing
NSE 20 share index data that were derived from the NSE daily trading records. The profitability data was
derived from annual reports of the listed firms. For each CEO departure event, stock returns for 240 days were
studied and initially divided into pre-event period data of 180 days for the purpose of development of the market
asset pricing prediction model and an event period of 60 days for the purpose of testing the prediction model.
The 60 days were further divided into 30 days pre and 30 days post CEO departure event (Mac Kinlay, 1997).

3.4 Data Analysis Procedure

The event study methodology was employed in the generation of abnormal returns by employing the following
procedure (Darrell, 2010): the stock returns were generated from stock prices using simple arithmetic return (R;)
model follows:

R¢=(P/ Pr1) -1 (1
Where: P, = today’s closing stock price and
P, = yesterday’s closing stock price

The estimated or required rate of return (RRR) for each company stock involved was determined by employing
the market asset pricing model which is an application of simple regression analysis. The market asset pricing
model employed was as follows (Mac Kinlay, 1997):

RRR =0+ P (Rn) 2
Where: R, = NSE market return,
o = constant and
B = coefficient

In the market model, the daily stock returns of each company formed the dependent variable of the model and
the corresponding market returns derived from the daily NSE 20 share index formed the independent variable.
The pre-dismissal, retirement and resignation event period employed was 180 days while the event period was
60 days consisting of 30 days before and 30 days after the CEO dismissal, retirement and resignation
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announcements (Mac Kinlay, 1997).
The abnormal returns (AR) were computed as follows:
AR =R~RRR 3)
Where: R, = actual returns
RRR =required rate of return or estimated return

The average abnormal returns (AAR) were computed for each day from 20 days before and 20 days after the
dismissal, retirement and resignation announcements. This was done by averaging the abnormal returns as
follows:

AAR=XAR/n @)
Where: n = number of firms is sample
The abnormal returns were thereafter compared for significant difference before and after CEO dismissal,
retirement and resignation event by employing the paired samples t-test technique. The hypothesis for paired
sample t-test is HO: there is no significant difference between the means of the two groups and the H1: there is a

significant difference between the means of the two groups. The paired samples t-test technique modeled as
follows (Shah and Arora, 2014):

Paired t=(Yd /n) / [N Yd*— (3 d)*n ] / n-1 (5)
Where: d = difference in matched scores, n = number of matched scores

The second research objective on examining whether there was significant difference in profitability was
measured using return on assets (ROA) ratio before and after dismissal, retirement and resignation of CEOs from
Kenyan listed companies. The significant difference in ROA before and after dismissal, retirement and
resignation of CEOs was also tested by employing the paired samples t-test method. The return on assets was
derived using the following ratio:

ROA =PAT / TNA 6)
Where: PAT = profit or loss after tax
TNA = total net assets
ROA = return on assets
4. Research Findings

The findings in Table 1 indicated p-values of 0.611, 0.907 and 0.994 for abnormal returns relating to CEO
dismissal, retirement and resignation events respectively. This implied that the null hypothesis of lack of
significant difference in abnormal returns during pre and post CEO departure events was not rejected. This
further implied that CEO departure events in the NSE are not significant enough to cause stock price and stock
return changes and that NSE is efficient in at least the weak form.

Table 1. Paired samples test of abnormal returns during CEO departure events

Paired Variables Paired Mean Differences Std. Deviation t df  p-value

Pair 1 CEO dismissal -0.3761 4.00372 -0.515 29  0.611
Events

Pair2  CEO retirement -0.0444 2.06938 -0.118 29 0.907
events

Pair 3 CEO resignation 0.0036 2.6224 0.008 29  0.994
events

The findings in Table 2 indicated p-values of 0.629, 0.672 and 0.051 for ROA relating to CEO dismissal,
retirement and resignation events respectively. This also implied that the null hypothesis of lack of significant
difference in ROA in the pre and post CEO departure events was also not rejected. Hence CEO departure events
in the NSE are not significant enough to cause stock price and stock return changes and further evidence of NSE
being efficient in at least the weak form.
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Table 2. Paired samples test of profitability (ROA) during CEO departure events

Paired Variables Paired Mean Differences  Std. Deviation t df p-value

Pair 1  CEO dismissal -0.0751 0.42002 -0.506 7 0.629
events

Pair2  CEO retirement  0.02376 0.16198 0.44 8 0.672
events

Pair3  CEO resignation -0.1144 0.14962 -2.295 8 0.051

events

5. Conclusion and Discussion

With regard to the first objective on testing whether there was significant difference in abnormal returns before
and after CEO dismissal, retirement and resignation events, the NSE participants appear to be indifferent about
the CEO dismissal, retirement and resignation events. This implies that there are events which investors take
notice off and events that investors do not give a lot of value. With respect to the second objective on testing
whether there was a significant difference in ROA ratio before and after CEO dismissal, retirement and
resignation events, NSE listed firms performance is unaffected by CEO changes. The findings that CEO events
do not have a significant effect on abnormal stock returns in the NSE are contrary to those of Ndegwa and
Kiweu (2013) who found that bonus declaration events had a significant effect on abnormal returns in the NSE.

6. Policy Implications

Investors should not be alarmed by CEO changes in NSE listed firms as there are no profit opportunities whether
in terms of capital gains or dividends. From the findings NSE appears to now be semi strong efficient.
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Appendix 1: Sample of CEO Dismissal, retirement and resignation Events in Kenyan Listed Firms

Chief Executive Officer Industry Date Of Departure Departure Event
CEO 1 Commercial Bank 17™ January 2003 Dismissal

CEO 2 Cement Company 15™ July 2010 Dismissal

CEO3 Vehicle Assembly firm 17™ March 2011 Dismissal

CEO 4 Media Company 4™ May 2005 Retirement

CEO 5 Tea and Coffee Export Firm October 1, 2008 Retirement

CEO 6 Commercial Bank 1* May 2007 Retirement

CEO 7 Commercial Bank 1* November 2006 Resignation

CEO 8 Commercial Bank 26™ July 2006 Resignation

CEO 9 Manufacturing Firm 1* December 2006 Resignation
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