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DIRECTOR RESIGNATIONS, FIRM SIZE AND S GNALLING EFFECTS

G.A. Fleming*
E. Wech**
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** School of Banking and Finance, University of New South Wales

Abstract

It is often difficult to predict how a change in a firm's corporate governance structure will affect the future
value of the firm. We examine what factors are associated with the level of stock market uncertainty
surrounding a change in composition of the board of directors by investigating the variations in market
reaction to a director resignation announcement. Market uncertainty is measured as the absolute value of the
abnormal return accruing to firms that experience a director resignation. Multivariate analysis shows that the
level of uncertainty about the economic impact of the director resignation is explained by firm size and the
type of director leaving. Consistent with positive information costs and signalling theory, market uncertainty
decreases with firm size and increases when the resignation is by a non-executive director.
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Introduction

Corporate governance encompasses the mechanisms implemented by stakeholders to monitor, supervise,
advise and provide stewardship to a corporation’s insiders ad management.” Academic literature has
directed much attention to assessing which governance structures provide the “best” outcomes for
stakeholders in terms of aleviating managerial and debt agency problems. Assessing the success of
governance mechanism is undertaken in various ways. One strand of accounting and finance research
examines the relationship between firm performance and the characteristics of firms governance
mechanisms — the size of boards, composition of boards and committees (for example, Yermack 1996;
Bhagat and Black 1998, 1999; Klein 1998). Anocther strand focuses on the stock market reaction to discrete
tasks undertaken by directors in ensuring efficient outcomes for stakeholders — for example, replacing CEOs
or reducing takeover avoidance strategies (Weisbach 1988; Byrd and Hickman 1992; Brickley, Coles and
Terry 1994). Findly, a third strand examines the market reaction to changes in a company’s corporate
governance structure.  Announcements of appointments to, or departures from, a board under various
circumstances are assessed for their shareholder wealth effects. To this we must add law and economics and
organizational behaviour research that focuses on the costs and benefits associated with board size, directors
responsibilities, speed of decison making, ease of coordination and bias againgt risk taking (Lipton and
Lorsch 1992; Jensen 1993; Sternberg 1998).

This paper contributes to the third strand of research introduced above by examining how
resgnations from firms is perceived by market participants in terms of its signaling vaue. We look at the
variation in market reaction to director resignations by firm size, type of director, firm performance and
board characteristics. Extant empirical literature provides a limited examination of the shareholder wedth
effects of director departures. Furtado and Rozeff (1987, p. 150) report unpublished research showing that

“the wedlth effects of retirements and resignations are negative’, while Welch, Fleming and Heaney (2000)

! Stakeholders may include equity-holders, creditors and other claimants who supply capital, as well as employees,
consumers, suppliers, and the government (John and Senbet, 1998, p. 372; Johnson and Scholes 1999, p. 214).



have shown that the market reacts negatively to the departure of non-executive directors from high
performing firms. Other studies have considered specific aspects of changes in board composition, but the
research has largely failed to examine the different characteristics of board members or the sensitivity of the
market reaction to specific firm characteristics. Prior research on the market reaction to news of non-
executive and executive director appointments provides evidence that the market reaction to news of these
announcements is a function of the type of director and the financia performance of the firm (see for
example Rosenstein and Wyatt 1990 and 1997; Weisbach 1988, Warner, Watts and Wruck 1988; Bonnier
and Bruner 1989). Similarly, Johnson, Magee, Nagargan and Newman (1985) and Warner, Watts and
Wruck (1988) show that the market reacts differently to various reasons for departure announcement. In this
paper we expand upon the existing literature by finding, among other things, that director resignations have
different signaling vaue to the market depending upon firm size and type of director resigning. Specificdly,
the larger the firm the greater the certainty about the effect of a resignation on the future vaue of the firm
and so the lower the variation in market reaction. Further, the resignation of non-executive directors creates
more uncertainty than executive director resignations, increasing variation in market reaction. These
findings are robust to controls for financia performance, board size, proportion of non-executive directors on
the board and whether there has been previous resignations.

The remainder of this paper is organized as follows. Section 2 develops the hypotheses examined in
the paper. Chapter 3 overviews the data collection process and presents descriptive datistics.  Section 4

documents our results, and section 5 provides some conclusions.

2. Literaturereview and hypotheses development

Firms are an efficient structure for producing and delivering goods and services as they provide a means of
reducing contracting costs through the creation of economies of scale (Coase 1937; Alchian and Demsetz
1972). One can view the firm as a nexus of contracts between a complex set of stakeholders, which may

include shareholders, debtholders, employees and other parties within society (see for example Williamson



1971; 1985, and Alchian and Woodward 1987). Whilst the corporate structure facilitates the minimisation of
contracting costs, additional agency costs are introduced. Contracts entered into by the firm may involve the
separation of ownership and control whereby principal-agent problems can emerge. Governance mechanisms
used to control management behaviour are costly, but often necessary to dign the interests of the agent with
those of the principal.

The market reaction to changes in the corporate governance mechanisms of the firm provides us with
one way of measuring how directors are vaued in terms of their roles in monitoring and supervising
management, representing stakeholders and advising on strategy.> Given an efficient market, stock market
prices should reflect the value of securities, and of the underlying firm, as indicated by the relevant
information set. Therefore, if the expected value of a firm increases, so too should the firm’s share price.
Larger variaions in the market reaction to material changes of the firm indicates that the market participants
are uncertain about the future value of the firm. In view of the above, if a firm's share price changesin
response to a director resignation, it implies that the stock market perceives a change in the expected value of

the firm resulting from this change in board composition.

2.1 Firm size and the value of directors

Reinganum (1985) suggests that when predicting the shareholder wedlth effects of changes in boards of
directors one must give consideration to the context in which the executive change is occurring. It is argued
that small firms may have less complex control and decision making systems than do larger firms, and so the
roles performed by directors will be different. Smaller firms have a reduced pool of management support
underteking strategy formulation placing demands on directors to have generd, rather than firm specific,
managerial capital (Furtado and Rozeff 1987). However, the complexity of large firms suggests that

directors need to have a variety of human capital skills and undertake a range of monitoring functions. In

2 Sternberg (1998) notes that two types of accountability are central to corporate governance: directors accountability
to the company’ s shareholders; and the accountability of employees and other agents to the company and its board. In



addition, there is a positive relationship between board size and firm size, so that the roles of directors subtly
changes as board size increases. Depending on your view of director responsibilities, a resignation from the
board would have a greater (lesser) impact on the governance mechanism and potential future vaue of small
firms than on large firms.

Research on modelling the relationship between the value of directors to the firm, firm size and
board size is in infancy.®  Jensen (1993) and Lipton and Lorsch (1992) have argued that as board size
increases it becomes difficult for an additional director to increase vaue. A larger board negatively affects
the amount of time available at typical board meetings, and has a negative impact on the group dynamics by
leading to greater formality and less frankness and openness on strategic discussion (Jensen 1993, p. 865).
Thus, a larger board may not in fact be an effective board in that it may be less cohesive, more likely to
endure fee riders, and less able to communicate clearer (Lipton and Lorsch 1992, p. 65). Conversdly, it may
be argued that the benefits of larger boards pertain to the expanded pool of human capital, the ease of
baancing insders and outsiders, the lower likelihood of being captured by a CEO, and the ability to have
directors from arange of industry backgrounds (Y ermack 1996, p. 186).°

There is solid empirical evidence to suggest that there is a significant positive association between
board size and firm size, despite the calls from academics for larger firms to limit board size to eight to ten
directors. For example, Denis and Sarin (1999, pp. 194) found that board size is positively associated with
firm size in the U.SA. (0.37 corrdation coefficient), while Stapledon and Lawrence (1997, p. 184) have
documented a similar correlation for Australia (0.58). We argue here that the value of a director is dependent

upon the size of the firm (which determines board size). Large firms extract value from maintaining internal

this context, directors are the mediators between the wishes of the shareholders and the actions of a company’s
employees (see a so Fama, 1980; and Fama and Jensen, 1983).

% One set of research is using game theory in modelling board behaviour; See, for example, Warther (1998).

* Thereis an increasing body of organisational behaviour literature suggesting that as the size of the group increases, its
functionality changes towards more formal interaction: ratification of authority, routinisation of authority and

interaction, social and emational detachment, procedural fairness, and status differentiation (Morand 1995, p. 843).

® Debate over the costs and benefits of larger boards has led to suggestions that there is an optimal board size. For
example, Lipton and Lorsch (1992, p. 67) recommend “that the size of a board should be limited to a maximum of ten
directors (indeed we would favour boards of eight or nine)”. Jensen (1993, p. 865) argues that when “boards go beyond
seven or eight people they are less likely to function effectively and are easier for the CEO to control”. Such arguments



l[abour markets by earning a return on the firm specific capital of internals, acquiring information about
potential director productivity at low cogt, and fostering an incentive compatible promotions system. As firm
Size decreases the internal labour market decreases in importance because (@) it is more costly to maintain a
pod of potential director talent, and (b) firm specific human capital is less important than general business
skills (Furtado and Rozeff 1987, p. 152). Thus, as compared to large firms, smdl firms incur greater per
director search costs given a resignation, and greater per director loss of skills materialy affecting the future
value of the firm.

More formally, let us define the number of directors d) is a function of firm size (for the ith firm),

and the total product (TP) of the board (by definition the sum of directors) as a twice differentiable function

and exhibiting diminishing marginal returns. We can therefore state that the %m when d < d*,

TP _

TP owhend = d*, and 117
Td

S <0owhen d > d*. Thisfunctiona form shows us that there is an “optima”

number of directors on a board (d*) when the marginal value of the additional director is zero. However, it is
aso the case that the number of directors is a function of firm size, so that d* can vary. This idea has
implications for empirical work. A director resigning from the board of a small firm will not necessarily
have a greater adverse impact on the functioning of the board as compared with a larger firm - it al depends
on how the size of the board approximates d*. However, given the arguments above, we state that on

1TP. S TP

average it is likely that wd 5 where firm 1 is smaler than firm 2. Directors resigning from smaller

firms are likely to associated with a greater loss of vaue than directors resigning from larger firms.

Given the diminishing margina value of directors and the differences in margina vaue by size, an
information theoretic argument judtifies the relationship between firm size and variation in market reaction to
a resignation. The existence of positive information collection costs means that market participants will have

more information on larger firms (which tend to have greater amounts of lower cost publicly available

therefore suggest a non-linear relationship between board size and performance. We leave this question to future
research.



information) than on smdler firms. Thus, given that a director resignation has a lower margina loss to a
larger firm, and there is more information publicly available on larger firms, we hypothesise that the market
is more certain about the signaling value of such a resignation. By contrast, a director resignation from a
smal firm may have a mgjor (positive or negetive) effect on the future value of the firm and, under
conditions of information asymmetry, the market is uncertain about this impact. Thus we expect to observe
greeter variation in abnormal returns for smdler firms. We state this formally in hypothesis 1 below:

H1: There is a negative relationship between firm size and the variation in abnormal returns to firms

announcing a director resignation.

2.2 Type of director

The Cadbury Report (1992, p. 20) notes that “whilst it is the board as a whole which is the final authority,
executive and non-executive directors are likely to contribute in different ways to its work”. Executive
directors hold both a board position and a senior managerial or executive position within the firm. Owing to
this dua role, executive directors have the potential to make a valuable contribution to the board, as they are
able to bring their firm-specific knowledge to board deliberations (Hampel Report, 1998). Fama and Jensen
(1983) argue that this experience can contribute to effective board decision making.

Notwithstanding the benefits of executive directors, their independence from management may be
impaired. Core, Holthausen and Larcker (1999) argue that executive directors display greater loydty to
management than do their non-executive colleagues, and that they are subject to greater influence by the
company’s CEOs than are outside directors. Kaplan and Reishus (1990) note that the selection and reporting
process of executive directors reduces independence, as directors are charged with the responsibility for
monitoring the performance of the CEO but aso report to the CEO. This results in a potential conflict of
interest for such directors. Rosenstein and Wyatt (1997) argue that the presence of too many executive
directors on a board may invite skepticism about the independence of such a board, especialy with regards to

reviewing the performance of management.



Unlike executive directors, non-executive directors are only employed by a company in the capacity
as a director on the board. Non-executive directors are typically appointed in view of their industry expertise
and their decison-making abilities (Fama and Jensen, 1983). The role of these directors differs somewhat
from that of their executive counterparts in that non-executive directors may be undertaking dtrategic,
independent monitoring and representative roles (Hampel Report, 1998, p. 26). Despite the fact that non-
executive directors are rot employed in other positions by the company, there may be other circumstances
where their independence is threatened. For example, numerous authors have questioned the independence
of outside directors given the dominance of a company’s CEO in making such appointments or directors
previous connections with the firm (see for example Core, Holthausen and Larcker, 1999; and Rosenstein
and Wyatt, 1990).°

As outlined in the introduction, the empirica literature on the value to the firm of executive and non-
executive directorsis diverse. We focus here on the literature that examines the market reaction to changes
in composition of the board of directors. Rosenstein and Wyatt (1997) tested the market’s reaction to
announcements of executive director appointments and show that, on average, abnormal returns at the
announcement date are approximately zero. While executive directors provide the board with important
firm-specific knowledge which facilitates more effective decision making, they suggested that executive
directors perceived lack of independence in evaluating managerial performance largely negates the human
capital specific benefit.

The relative importance of norrexecutive directors in monitoring management is highlighted by
Weisbach (1988), who finds that the incidence of CEO turnover is more highly correated with firm
performance for corporations with a mgjority of non-executive directors than for companies where executive
directors dominate. The importance placed on non-executive directors by the market was aso noted by Byrd

and Hickman (1992) and Brickley, Coles and Terry (1994). Both studies found a positive correlation

® Many researchers have extended the executive- non executive dichotomy to examine the nature of non-executive
independence. |ndependent non-executive directors are those that have no current or former connection with the firm
apart from their directorship. This definition excludes norrexecutive directors who may obtain board positions due to



between controls initiated by a company’s management and the number of non-executive directors on the
board. Rosenstein and Wyatt (1990) found that, on average, the appointment of a non-executive director was
accompanied by a significantly positive average abnormal return. This result held even when there was a
majority of outside directors on the board prior to the new appointment. Rosenstein and Wyatt (1990, p.
176) note that “these results imply that the expected benefits of outside guidance gained from these
appointments outweighs the expected costs of potentiad manageria entrenchment and inefficient decision
making”. The authors also suggest that the appointment of an outside director may signal a change in a
firm’'s strategy, which is perceived as positive news by the market.

In this study we hypothesize that a director resignation provides different signals to the market
depending on the type of director. We expect the announcement of a resignation to lead to greater variation
in market reaction if the resignation is from a non-executive director. When a non-executive director |eaves,
the market is more uncertain about whether the monitoring, supervison and advice functions of non-
executive directors will be maintained. Thus, there is greater uncertainty about whether the firm will in the
future be able to resolve efficiently agency problems or deal adequately with changes in the externa
environment. We state hypothesis 2 below:

H2: There is a podtive relationship between the announcement of a non-executive director

resignation and the variation in abnormal returns to firms.

2.3 Control variables

Previous resignations
The uncertainty associated with an announcement of a resignation may depend upon the number of previous
resignations. Firms that are undertaking major changes in governance, or management spills, will create

greater uncertainty as to the expected value of the firm, as compared to firms that lose a single director in a

being current stakehddersto the firm, eg. blockholders, key suppliers, and are seen as non-independent (or gray) non-
executives. See, for example, Rosenstein and Wyatt (1997, pp. 235-37).

10



year. Thus we control for the possibility that firms in our sample may have had more than one resignation
during the year. It is difficult to hypothesize a direction for the relationsiip between the variation in market
reaction and previous resignations. On the one hand, a positive relationship may exist whereby the more
resignations that take place the more internal problems exist at the firm, and thus more uncertainty as to
expected future value. By contrast, a negative relationship may exist indicating that the signalling effect of a
resignation decreases as more resignations take place. We would also expect a positive association between
the number of previous resignations and firm size, as larger firms (and thus larger boards) have a higher

probability that a director will resign merely due to the number of directors.

Firm performance

Bonnier and Bruner (1989) show that some of the inconsistency in results found by researchers examining
the market reaction to announcements of changes in top management may be due to researchers failing to
control for the financial strength of a company. To isolate the impact of management changes, they examine
share price reactions for firms who tave already been established as under-performing, finding postive
excess returns around announcements of management changes (where management is defined as the
chairman, CEO or president). The change in management is seen by investors as a positive signal that the
distressed firm is altering key decison making positions to improve performance. Other researchers find
similar results. Coughlan and Schmidt (1985) and Gilson (1989) find that under-performing firms are the
more likely to replace senior executives. Denis and Kruse (2000) find that firms that performed poorly were
more likely to experience control-reducing disciplinary events such as takeover attempts, shareholder
activism and board dismissals. Similarly, Welch, Heming and Heaney (2000) found that high performing

firms experience significant negative abnormal returns to the announcement of a director departure.

Board characteristics
As we argued above the size of the board is positively related to the size of the firm. We control for two

board characterigtics in order to see whether our arguments about firm size are robust. First we control for

11



board size and examine whether board size has explanatory value over and above firm size. We expect not.
Secondly, we control for the ratio of ron-executives to executives on the board. This composition measure
has been used in severa governance studies to examine whether there is an ideal number of non-executive
directors (eg. Kaplan and Reishus 1990; Rosenstein and Wyatt 1997; Denis and Sarin 1999). We use this
variable is see whether the market reacts differently to resignations from boards with a high ratio of non-

executive to executive, as compared to alow ratio.

3. Data and empirical methods

3.1 Sample selection procedures

Announcemerts of director resignations from Australian publicly listed companies are collected for the
period 1 July 1998 to 30 June 1999 from the Austrdian Stock Exchange (ASX). Details include the ASX
announcement date (event date) when the departure is announced over the stock exchange trading system.’
Announcements were filtered to remove confounding announcement effects including multiple director
resignations and other mgjor announcements, such as takeovers, during an eeven day period including the
announcement date, announcement date minus 5 days to announcement date plus 5 days. The initid sample
consisted of 630 announcements of director departures (see Table 1 below). Observations were removed if
they form part of same-day multiple announcements or announcements for companies with other major
announcements within the window period (including announcements involving multiple director departures),
where there are no financial statements or share prices available during the estimation or event periods,
where companies were undertaking takeover and similar magjor restructuring activity within the beta

estimation period, and where directors resigned or died.

" Identification of the event date is critical for event studies. Given the requirements for disclosure under the Australian
Corporations Law, the ASX continuing disclosure requirements and insider trading regulations, these announcements
should be the first official announcements of the director departure. The ASX Announcement Platform time and date
stamps the announcement providing an official recording of the event date.

12



Tablel

Insert about here

The digtribution of announcements (not reported) provided little evidence d trends in the timing of director
resignations. |If these trends were present, we may expect them to be concentrated around the later half of the
cadendar year when firms hold their annual genera meetings (AGM). This would lead to resignation
announcements being clustered in the period July through November inclusive. There was however a fairly
even distribution of resignation announcements across the year, and so it is unlikely that seasonal effects are
driving the results reported in the paper.

Descriptive variables are summarised in Table 2, Panel A. Firm size is the firm's equity market
value obtained either from Datastream or from the Australian Financial Review and Shares seven calendar
days prior to the announcement date. The book value of ordinary equity is obtained from firm’s most recent
annua reports preceding the commencement of the sampling period (total owners equity is a summation of
share capital, reserves and retained profits, or accumulated losses). Two measures of performance are usedin
the study. The first measure is book to market calculated using the equity numbers and the second is
reported earnings per share (EPS) obtained for each of the firms. A smaller sample size (49 data points due
to data limitations) is used to examine characteristics of the board of directors: board size and the ratio of
non-executive to executives on the board.

Table 2

Insert about here

Two categorical variables are described in Panel B of Table 2: executive versus non-executive
director resignations, and the number of previous announcements of resignations by firms during the sample
period. Approximately one third of the data contains announcements of resignations from executive

directors. Within the fina sample there were 87 firms making 107 announcements of resignations. Eighteen

13



firms had more than one separate director resignation announcement (note that multiple announcements
during the eleven day event window were removed from the sample). In the reduced sample there were 41

firms making 49 announcements. Seven firms had more than one resignation.

3.3 Returns generating model

The Australian market is often characterised by thin trading of stocks (see for example Sinclair, 1981). The
effect of thin trading may also impact on the market proxy, which may be comprised of thinly traded stocks.
Consequently, there is the need to select a returns generating model that accounts for these problems. We
caculate abnormal returns to shareholders using the market model with Dimson (1979) adjustment for thin
trading, including 5 leads and 25 lags® All returns are caculated as continuously compounded rates of
return, and prices have been adjusted for capitalisation charges and dividends. Expected returns for

individual stocks are calculated as:;

ER,=a, +b,R (1)

iD" 'mt

where ER, is the expected return for company i in period t, Ry is the return on the market in period t,

+5

a;andb,, = 2 b, areordinary least squares regression coefficients calculated using the estimation period.
=25

The initid event window consists of the five working days either side of the announcement date, day O, for

every company identified as part of the fina data set though fina reporting focuses on the announcement

date plus one trading day either side. Abnormal returns (ARS) are defined as the difference between the

realised return and the expected return.

AR.= R~ ER, &)

8 We found no serial correlation in the market index during the period of our study and so choose the Dimson’s
adjustment. Sensitivity analysis using alternative lead/lag combinations indicated that the choice of 5 leads and 25 lags
was reasonable for the sample. See Sinclair (1981) for further discussion of leads and lags in beta calculations for
companies on the Australian stock market.

14



where AR, is the abnorma return for company i in period t, R, isthe actua return for company i inperiod t,
and ER; is the expected return for company i in period t as defined in equation (1). Returns are then

cumulated for day 0 and day 1 CAR, . 1) for each company in the sample as outlined in equation 3:

t=1
CARQ +1) = é AR: (3)
t=0

Finaly, we calculate the variance of the cumulative abnorma returns by taking the absolute value of CAR(O,

+1).
4. Results

4.1 Resignations and variation in market reaction

We examine the hypotheses outlined in section 2 usng a multivariate model with the variaion in the
abnormal return to firms that have made resignation announcements as the dependent variable. The first
model (Model 1) examines hypotheses 1 and 2 after controlling for the existences of previous
announcements and the financia performance of the firm. Mode 1 is estimated for the full sample of 107
announcements. The second model (Model 2) is estimated using a reduced sample of 49 announcement for
which we could determine board size and the proportion of non-executives to executives on the board at the
time of the announcement.
Modd 1 is specified below in equation 4:

AbYCAR 1) =a +b MvLMV +bNonexecDi, Nonexec +bpPrevDi prey + b perf Perf; +6; (4)
where:

Abs(CAR; o, 1) = the absolute value of the cumulative abnormal return for firm i on day O and day 1;

LMV, = natural log of the firm’s market capitalisation 6 days before the announcement and is used to

measure firm size;

Di nonexe= 1 if the director resigning was a non-executive director with the firm;

15



Di prev= 1if the firm had a previous resignation from the board during the sample period;
Perf; = the financial performance of the firm is measured by either the ratio of book to market, or

earnings per share as stated in the firm’s annual report.

This mode states that the variance of the market reaction to the announcement of aresignation (as measured
by the absolute value of the cumulative abnorma return) is associated with the size of the firm (we
hypothesise buwv<0) and the type of director leaving the company (bnonexe>0), after controlling for the firm's
performance and whether there had been previous resignations. Model 2 is specified below in equation 5 and
examines in more detail the relationship between variation of market reaction, firm size and type of director
after controlling for previous resignations, board size, ratio of non-executives to executives on the board, and

firm performance:

Abg(CAR; 01) =a +b My LMV; + b Nonexec Di,Nonexec + P Prev Di Prev + b Board Board; + b ratig Ratio;
+ b pgr Perfj +e

©
where:

Abs(CAR; 51), LMV, Di nonexer D i, prev @d Perf; are as defined in Modd 1, and

Board; = the number of directors on the board at the time of the resignation announcement;

Ratio; = the ratio of non-executive to executive directors on the board (including the resigning

director) at the time of the resignation announcement.
In model 2 we examine whether board characteristics add explanatory power over and above firm size and
the type of director. As discussed in section 2, board size and the ratio of non-executive to executive
directors on the board are proxies attempting to capture the marginal value of the departing director.

Correlations between the dependant and explanatory variables are presented in Tables 3 and 4. Both

samples indicate that there is initial support for our argument that there is a negative association between the

variaion in abnormal returns and firm size. The full sample (Table 3) indicates that there is a significant

16



negative 0.26 correlation, while the reduced sample (Table 4) shows a negative 0.31 correlation between
these variables. We aso find some evidence of a positive correlation between the size of the firm and good
performance in both samples. This can be seen in the positive association between size and earnings per
share (significant in the full sample only), and a negative correlation between book to market (the lower book
to market the better the financial performance; significant in both samples). As Bonnier and Bruner (1989)
argue, contralling for firm performance in multivariate analysis is required. There are no other significant
correlations in the full sample. In the reduced sample (Table 4), as expected, there are significant correlations
between firm size, board size and board characteristics. These results are consistent with empirical work on
the composition of Australian boards of directors undertaken by Stapledon and Lawrence (1997, p. 183),

Callgja (1999) and Lawrence and Stapledon (1999). Larger firms are more likely to have larger boards and a
higher proportion of non-executives on the board. The positive correlation between these variables indicates
that the assumptions behind the margina value of directors presented in section 2 has some justification. We
shdl aso have to be aware of potential multicolinearity problems in regression using these variables in

Modd 2.

Tables3 and 4

Insert about here

There are two sets of regression results reported in Table 5. These regressions use the full sample to
edimate Model 1. Columns two and three report regression results for Model 1 using book to market as the
performance measure, and columns four and five reported the same regressions using earnings per share.
Both modds are significant at the 5% level dthough they only explain approximately 7% of the variation in
abnormal returns. Such low adjusted R® are common in this area of research using multivariate regressions
with event study abnormal share returns (see, for example, Kaplan and Reishus 1990; Bonnier and Bruner
1989; Rosengtein and Wyatt 1997). As hypothesised, we find a statisticaly significant negative relationship
between the variance of market reaction and company size. This indicates that as firm size increases the

uncertainty associated with a director resignation continues to decrease by approximately 1.3%, leading to a

17



clearer signa of the future value of the firm. By contrast, the signal of adirector resigning from asmall firm
creates uncertainty in the market by increasing variance. This result is robust to alternative measurements of
firm performance, and supports hypothesis 1. We dso find a significant positive relationship between the
type of director and the variance of market reaction. This results suggests that there is signalling value to the
type of director leaving the firm, with the resignation of a non-executive leading to greater uncertainty about
the firm (approximately a 2% increase in variation). This result supports hypothesis 2. Findly, both

estimations of company performance were insignificant, as was the previous resignation dummy variable.

Tableb

Insert about here

We have examined a reduced sample of 49 firms to investigate whether firm size remains a robust
explanator and whether board characteristics are associated with the uncertainty surrounding a director
resignation. Table 6 presents regressions estimating Modd 2 with alternative measurements for firm
performance. The negative association between the variation in anormal returns and firm size remains
significant at the 10% level for both regressions, and at 5% using book to market. This indicates that board
characterigtics add little extra value in explaining the variaion in market reaction over and above firm size.
Redundant variable tests for firm size and board characteristics were undertaken to see which variablesin the
model have zero coefficients and might be deleted (see Table 6 Panel B). The null for these tests is that b;=0.
Panel B indicates that with LMV in the model, we fail to reject the null that the coefficients of Board, Ratio
and Nonexec are zero when each is left out of Model 2. However, we rgiect the null for LMV which indicates
that LMV is needed in any modd explaining ABCAR even if Board and Ratio are explanatory variables.
Similar tests for Modd 2 with EPS as the performance measure show that LMV is the only variable providing
strong explanatory power over and above board characteristics. In sum, board characteristics do not add
explanatory power if firm size is aready in the modd. The inclusion of board characteristics do influence

the explanatory power of the non-executive dummy variable. The non-executive dummy is no longer a
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significant explanator of the variation in market reaction, and this is due to the significant correlations
between firm size and some board characteristics, and that the board characteristics and non-executive

resignation signal may be capturing the same information.

Table 6

Insert about here

Sequentia variable selection procedures provide a useful exploratory device to examine the various
candidate models that explain the variation in market reaction to resignations. Forward and lackward
stepwise regressions were run on the reduced sample and are reported in Panels C and D, Table 6. Both
stepwise procedures generated a two variable model with LMV and Ratio as explanatory variables.
Backward stepwise removed Prev, Board, Perf and Nonexec in descending order, indicating that of the
remaining variables Nonexec contains more explanatory power than board size. The parsimonious model
(Panel D) shows consistent results with Model 1 with a negative association between market uncertainty and
firm size. Contrary to expectations there is a positive association between market uncertainty and ratio of
norrexecutives to executives on the board of directors. We would expect that the more non-executives on
the board the lower the margina vaue of each director and thus a lower level of uncertainty with a

resignation.

4.2 Sensitivity analysis

Sengitivity analysis was undertaken on Models 1 and 2 to examine the robustness of results to various

estimation procedures. Table 7 presents results from three regressions using OLS with a White's

heteroskedasticity consistent covariance estimator, and a 10%-trimmed least squares (TLS) estimator

(reporting TLS and White's adjusted test statistics).
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Table7

Insert about here

In Model 1 the three estimation procedures show that the relationship between the variation in market
reaction to the resignation announcement and firm size, and between the variation and non-executive
resignations are significant at the 5% level. We continue to find support for hypotheses 1 and 2. The results
for model 2 also indicate that hypothesis 1 is supported, and that the non-executive dummy loses explanatory
power. There are also two unexpected changes in the additional control variables in Model 2. Under the
White's adjusted OLS modd 2 ratio becomes significant at the 10% level, as does previous resignations
using the TLS regression. Both results do not hold over the range of sendtivity tests or in the origind OLS
regressions, and so we do not regard these as datisticaly robust findings. In sum, the standard OLS

regression results reported in Tables 5 and 6 are not sensitive to outliers or aternative estimation procedures.

5. Conclusion

The market reaction to changes in board composition provides us with one way of valuing the roles and
responsibilities performed by executive and norn-executive directors. Board changes can lead to uncertainty
about the continuance of the existing governance structure and the future vaue of the firm. We have shown
that the uncertainty surrounding director resignations depends upon firm size and the type of director
resigning. Lower variation in abnormal returns is observed for larger firms as there is lower information
collection costs and more certainty about the margina value of adirector. Conversely, greater uncertainty is
evident when a non-executive director leaves a small firm.

The relationship between uncertainty, firm size and type of director remains when we control for
firm financial performance, whether there were previous resignations and board characteristics such as board

size and board composition. The empirica results are also robust to various model estimation techniques.
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Tablel

Sample and Data Filtering Process

Reasons for exclusion from the sample

Initid number of announcementsin sample

Less. Announcements forming part of same-day multiple
announcements or announcements for companies with
other mgjor announcements within the window period

Less. Announcements made by companies for which there
were no financia statements available

Less: Announcements for companies with takeover and
other mgjor activity within the beta estimation period

Less: Departures due to retirement or death

Final number of announcementsin sample

Number of observations

630

(300)

(137)

(27)

(59)

107
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Table 2
Descriptive Statistics

Panel A: Continuous variables

Descriptive statistics for the full sasmple (N=107) and sub-sample (N=49) used in this study. Market value of equity,
seven calendar days prior to the announcement date, is obtained from Datastream for all but 12 companies. For these 12
companies market value is calculated using the Australian Financial Review share price quoted seven calendar days
prior to the announcement date and number of shares for the previous month from Shares, Your Guide to Australia’s
Best Stocks Book value of equity is obtained from annual accounts information quoted in Connect 4 or Huntley’s
DAT Analysis and dated at least 6 months prior to the announcement. Book to market is the ratio of the market value
and book value of equity. EPSis obtained from Connect 4 or Huntley’s DAT Analysis. Board size is the number of
directors on the board as indicated by the most recent annual report. Ratio is the ratio of non-executive to executive
directors on the board as indicated by the most recent annual report.

Variable (N=107) Mean Median  Standard Deviation Maximum Minimum
Market value of equity (PAUDM) 744.83 1941 2077.00 12964.96 0.40
Book value of equity($JAUDmM) 408.92 27.20 1042.66 5422.80 -3.12
Book to market 119 0.91 134 5.05 -1.77
Earnings per share (EPS) -1.23 -0.52 140.00 101.33 -349.74
Variable (N=49)

Market value of equity (PAUDM) 1113.90 7L.77 2377.03 9640.30 125
Book value of equity($AUDmM) 631.95 60.56 1418.38 5422.80 -0.44
Book to market 132 0.89 111 5.05 -0.06
Earnings per share (EPS) -3.27 441 76.00 101.33 -349.74
Board sze 6.86 6.00 2.83 14.00 3.00
Ratio 3.08 2.00 244 9.00 0.40
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Table 2 cont’d
Descriptive Statistics
Panel B: Categorical variables

Categorical variables are presented for the full and sub-samples. Director type is obtained from annual report
information in Connect 4 or Huntley’s DAT Analysis. Number of previous announcements is the number of times a
director resignation was announced prior to the current announcement, and both the previous announcement and the
current announcement appears in the sample. Frequency refers to the number of companies rather than the number of
announcements.

Freguency Percent of total
Variable (N=107)
Director type
Executive 37 34.6
Non-executive 70 65.4

Number of companies with previous announcements

Zero 69 79.3
One 16 18.4
Two 2 2.3
Variable (N=49)

Director type

Executive 15 30.6
Non-executive 34 69.4

Number of companies with previous announcements

Zero 34 82.9
One 6 14.6
Two 1 2.4
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Table 3

Correlations between the absolutevalue of the average abnormal returns, size, and
performance measures (book to market and earnings per share)

Correlations are Pearson product moment correlation coefficients calculated over the sample of 107 observations.
ABCAR (0, +1) is the absolute value of the average abnormal return for days 0 and +1. *, ** indicates significance at the
10% and 5% levels respectively.

Ln(Market value) Book-to-market Earnings per share

ABCAR(0, +1) -0.265 0.14 004
Earnings per share 0.18* -0.13
Book-to-market -0.22+*

Table 4

Correlations between the absolute value of average abnormal returns, size,
per formance measur es (book to market and ear nings per share), and board characteristics (board size

and proportion of non-executives)

Correlations are Pearson product moment correlation coefficients calculated over the sample of 49 observations.
ABCAR (0, +1) is the absolute value of the average abnormal return for days 0 and +1. Board is the number of directors
on the board as indicated by the most recent annual report. Ratio isthe ratio of non-executives to executives on the board
of directors. *, ** indicates significance at the 10% and 5% levels respectively.

Ln(market value) Ratio Board Earningsper  Book-to-market
share
ABCAR (0, +1) -0.31** 0.14 -0.17 -0.03 011
Book-to-market -0.55** -0.18 -0.29** -0.22
Earnings per share 0.12 0.18 0.09
Board 0.77+* 0.44**
Ratio 0.42**
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Table5
Multivariate Analysis of Director Resignations: Full Sample

This table reports regression results for the model:
ADbYCAR p1) =a + b My LMV + bnonexecDi, Nonexec + PPrevDi prev + bpert Perf; +e;

Ordinary least squares regression (OLS) coefficients and t-statistics are reported. Sample size is 107 observations. The
independent variable Abs(CAR;p1) is the absolute value of the two-day cumulated abnormal return and it is used to
measure the variance of returns. LMV is the natural log of market value of ordinary equity, Nonexec is a director who
was identified as being a non-executive director in the annual accounts, Prev is the existence of a previous resignation
during the sample period, BM is the ratio of book to market, EPS is the earnings per share (both measures for Perf).
White' s tests indicate the probability of rejecting the null hypothesis that the residuals are homogeneous. * , ** indicates
significance at the 10% and 5% levelsrespectively.

OLS Coeff. OLSt-stat OLSCoeff OLSt-stat

Variable

Constant 0.0470 4.06** 0.0492 457
LMV -0.0125 -2.72%* -0.0130 -2.84**
Nonexec 0.0187 1.86* 0.0204 2.00%*
Prev 0.0047 0.39 0.0044 0.36
BM 0.0000 0.60

EPS -0.0000 -032
F-stat 3.01** 2.94**

Adjusted R 0.071 0.069

White's F-stat 084 0.71
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Table 6
Multivariate Analysis of Director Resignations: Reduced Sample

Thistable reports regression results for the model:
Abs(CAR o1) =a + b MvLMV; +bNonexecDi, Nonexec + PPrevDi prev + b BoardBoard + braioRatiq + bpe Perf; +e;

using data from the sub-sample N=49. Panel A shows ordinary least squares regression (OLS) coefficients and t-
statistics are reported (critical values are from a Student’s t-distribution). The independent variable Abs(CARip1) isthe
absolute value of the two-day cumulated abnormal return and it is used to measure the variance of returns. LMV is the
natural log of market value of ordinary equity, Nonexec is a director who was identified as being a non-executive
director in the annual accounts, Prev is the existence of a previous resignation during the sample period, Board is the
number of directors on the board as indicated by the most recent annual report, Ratio is the ratio of non-executives to
executives on the board of directors, BM is the ratio of book to market, EPSis the earnings per share (both measures for
Perf). White's tests indicate the probability of rejecting the null hypothesis that the residuals are homogeneous. * , **
indicates significance at the 10% and 5% levels respectively. Panel B reports redundant variable analysis. Statistics
show tests for rejecting the null that the redundant variable coefficient is zero if included in Model 2. Panels C and D
report sequential variable selection procedures. Panel C shows the order in which variables dropped out of Model 2
using a backward stepwise procedure; (a) refers to Model 2 with BM as Perf, (b) refers to Model 2 with EPS as Perf.
Panel D presents the parsimonious model as determined by aforward stepwise procedure.

Panel A: OLSregression results
OLS Coeff OLSt-stat OLSCoeff OLSt-stat

Variable
Constant 0.0674 2.12x* 0.0508 2.00%
LMV -0.0315 -2.18** -0.0250 -1.99*
Nonexec 0.0126 0.64 0.0153 0.73
Prev 0.0048 0.21 0.0042 0.18
Board 0.0024 0.50 0.0014 0.30
Ratio 0.0064 157 0.0064 1.55
BM -0.0000 -0.77
EPS -0.0000 -0.37
F-stat 1.85 175
Adjusted R 0.09% 0.086
White's F-stat 0.29 023
Pandl B: Redundant variable analysis

Modd 2 with BM as Perf Modd 2 with EPS as Perf
Redundant F-stat Prob F-stat Prob
variable
Board 0.25 0.6222 0.09 0.7698
Ratio 2.46 0.1243 239 0.1295
Nonexec 0.41 0.5265 053 04725
LMV 4,76 0.0349 3.96 0.0531
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Table 6 cont’d

Panel C: Sequentia variable selection

Variables removed in order (@) Prev, Board, BM, Nonexec
(b) Prev, Board, EPS, Nonexec

Panedl D: Stepwise regression results

OLS Coeff t-stat
Variable
Constant 0.0661 3.99**
LMV -0.0244 -3.05**
Ratio 0.0079 2.21**
F-stat 5.18**
Adjusted R 0.148




Table7
Sensitivity Analysis of the Multivariate Analysis of Director Resignations:
Full and Reduced Sample

This table reports sensitivity of the regression results for Models 1 and 2 using data from the full sample (N=107) and
sub-sample(N=49). Ordinary least squares regression (OLS) coefficients and White's adjusted t-statistics are reported
in the second and third columns. A 10%-trimmed least squares (TLS) robust estimator used for Model 1 (N=96) and
Model 2 (N=44) and results are reported in columns four, five and six. The independent variable Abs(CAR; 1) is the
absolute value of the two-day cumulated abnormal return and it is used to measure the variance of returns. LMV is the
natural log of market value of ordinary equity, Nonexec is a director who was identified as being a non-executive
director in the annual accounts, Prev is the existence of a previous resignation during the sample period, Board is the
number of directors on the board as indicated by the most recent annual report, Ratio is the ratio of non-executives to
executives on the board of directors, BM is the ratio of book to market measuring Perf. Resultsfor multivariate analysis
with EPS as the performance measure were similar, and are not reported here. * , ** indicates significance at the 10%
and 5% levels respectively.

Modd 1

OLSCoeff White'st-stat TLSCoeff TLSt-stat White's

adjusted
t-stat

Congtant 0.0473 4.97** 0.3436 4.76%* 7.06**
LMV -0.0129 -3.14** -0.0081 -2.77%* -3.49**
Nonexec 0.0192 2.15** 0.0134 2.14%* 2.33**
Prev 0.0066 0.65 0.0133 1.51 1.34
BM 0.0000 0.69 0.0000 1.60 159
F-stat 3.01** 4.71%*
Adjusted R? 0.071 0.135
Modd 2
Constant 0.0674 2.14** 0.0548 3.03+* 3.20**
LMV -0.0315 -1.74* -0.0178 -1.95* -2.46**
Nonexec 0.0126 104 0.0071 0.64 084
Prev 0.0048 0.2 0.0267 2.01* 1.49
Board 0.0024 064 0.0011 0.40 053
Ratio 0.0064 1.83 0.0028 1.21 1.19
BM -0.0000 -0.56 -0.0000 -1.42 -1.49
F-stat 1.85 2.19*
Adjusted R 0.096 0.143
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