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This study examines how published information about the death of a key person in a company has affected its market
valuation as listed on the Warsaw Stock Exchange during the period 2005-2017. We find that investors reacted negatively
and statistically significantly to information about the death of a key person. Furthermore we confirmed a positive reaction
to the loss of a so-called “entrenched CEQ”. The same pattern of investor reaction is observed in more mature markets.
These findings seem to support the upper echelons theory and entrenchment hypothesis. The obtained results not only
contribute to the development of the theory, but also have significant practical implications. Primarily, investors should take
into account such events when they are implementing investment strategies. Further, these results suggest that Polish firms
need to undertake more formal succession planning for their executives.
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Introduction

The upper echelons theory (Hambrick & Mason, 1984)
argues that the characteristics of top management teams do
influence organizational outcomes such as strategies and
effectiveness. There are numerous empirical analyses
providing evidence of the significance of the quality of
leadership and of the personality, education and experience of
a leader (Hambrick & Mason, 1984; Davidson et al., 1990;
Denis & Denis, 1995; Farrell & Hersch, 2005; Pundziene &
Duobiene, 2006; Buoziute-Rafanaviciene et al., 2009;
Campbell & Vera, 2010; Nguyen & Nielsen, 2010; Kaplan et
al., 2012; Gomulya & Boeker, 2014). However, the body of
research on executive turnover typically concentrates on the
Chief Executive Officer (CEO). Very little attention has been
devoted to the other board members that are likely to
influence the market value of the company. In order to
develop research on the strategic changes induced by top
management turnover, we created a dataset that includes
departures of not only CEQs, but also other members of the
management board, members of the supervisory board and
dominant shareholders.

According to Ocasio (1994), following the power
circulation theory of control introduced by Mosca, Pareto,
and Michels and adapted by Selznick (1957), due to increased
technical and political obsolescence long-tenured CEOs are
less likely to undertake organizational change. Furthermore,
according to agency theory, if a deep-rooted key person
leaves an organization, the stock price reaction should be
positive where investors consider that person ineffective. We
complemented this thread of research by exploring departures
due to death. According to Lee et al. (2020), using the sudden
death of a CEO as an empirical setting is advantageous as
such departures can be considered random, which mitigates a

possible endogeneity concern. Similarly, departure timing is
chosen exogenously.

Empirical findings on market reaction mostly focus on
developed markets or the US market. The number of studies
concerning Europe or emerging markets (focused mainly on
Asia) is substantially smaller. In the Indonesian market
Setiawan et al. (2011) proved a positive and statistically
significant market reaction in the case of a sudden
resignation. In the Chinese market, shareholder reaction was
positive for enterprises owned by the central government
(Pessarossi & Weil, 2013). Other research on developing
Asian markets concerned a host of other aspects of CEO
succession (Huang et al., 2008; Ishak & Latif, 2013; Ismail &
Manaf, 2016).

In countries with an Anglo-Saxon system of corporate
governance and with certain cultural determinants, there is a
preference for the nominations of charismatic personalities to
the highest managerial positions (Elsaid et al., 2011, Hamori
& Koyuncu, 2015). The CEO of a company is expected to
have not only a media presence, but to provide a personal
narrative and to have an open attitude to dialogue
(Malmendier & Tate, 2009). As a result, some investors do
not identify with the companies themselves but with the
people or teams perceived to have key positions within the
companies. The presence of such people in a company is
treated as a way of minimizing business risk as well as
securing future ownership rewards for the investors and other
stakeholders. Meanwhile, in public companies in Poland, as
in Germany, there is a two-tier and collegial system of
corporate governance, where leaders do not expose
themselves publicly. As an example, the owners and
managers of giant companies such as Aldi and Lidl make
significant contributions to organizational change and the
market values of these companies, yet they are not personally
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brought to the fore. As such, it becomes doubtful whether in
such conditions the shareholders would notice the loss of a
key person, which contradicts the upper echelons theory
(Hambrick & Mason, 1984), suggesting that the
performance of an organization reflects the characteristics
of its top executives. In light of the above, the purpose of
our research was to examine if published information about
the death of a key person in a company has affected its
market valuation. We ask the question: whether CEOs, other
members of the management board, members of the
supervisory board and the dominant shareholders are key
assets in transition economies such as Poland? Do they
really influence the organisational values and trigger
organisational changes from the point of view of the
investors? Our study makes several important contributions
to literature on organizational change, CEO turnover,
corporate governance and shareholder value. First, we
contribute to entrepreneurship literature in general - and to
top management literature in particular (Bennedsen et al.,
2007; Lee et al., 2020). We provide strong evidence for the
empirically underexplored link between the general
capabilities of the management staff and a company’s
market value. Such a research problem fills the research gap
because it concerns the East European post-communist
market, which is much less explored than developed
markets. Comparable studies referring to the markets of
Central and Eastern Europe have not been identified.
Second, we add to corporate governance literature by
estimating the value of top managerial talent. Following
Dherment-Ferere & Renneboog (2002), we analyse the
difference between the market response to age-related
retirements and unexpected deaths of key persons. Our
study aims to shed light on the question: Does the
unexpected death of a key person always entail a loss of
human capital to the firm? In our opinion, the results
presented here contribute to literature on the theory of the
market valuation of companies in terms of a “key person
discount”. Furthermore we contribute to studies on
managerial entrenchment and its implications for corporate
governance. According to the agency theory, CEOs are self-
interested, risk averse and maximize their benefits to the
detriment of corporate value (Jensen & Meckling, 1976).
Weisbach (1988) claims that :”’Managerial entrenchment
occurs when managers gain so much power that they are
able to use the firm to further their own interests rather than
the interests of shareholders”. Shleifer & Vishny (1989)
observe that entrenched managers often engage in self-
serving actions at the shareholders' expense. This paper
broadens the knowledge by showing that CEO
entrenchment in transition economies has a significant
effect on shareholder wealth. Finally, we contribute to
literature that studies the relationship between the equity
participation of a key person and stock performance. In our
research, we deliver evidence for the empirically
underexplored hypothesis that the holdings of a departing
key person is significantly related to shareholder wealth.
Previous studies typically concentrate on the death of the
CEO (Johnson et al. 1985; Worrell et al., 1993; Dherment-
Ferere & Renneboog, 2002; Bennedsen et al., 2007; Nguyen
& Nielsen, 2010; Salas, 2010; Nguyen & Nielsen, 2014;
Brochet et al., 2015; Jenter et al., 2017). We also considered
other members of the management board, members of the

supervisory board and the dominant shareholders.
Assuming that key person deaths are not necessarily
accompanied by poor financial performance, as in most
managerial turnover events, our study sheds light on the
value of key persons, and not only in underperforming
companies.

In order to investigate how the news of the death of a
key person in a company affects the company’s market
valuation, we use information about companies listed on the
Warsaw Stock Exchange (WSE) during the period 2005-
2017. It is our understanding that key people include CEOs
and other members of the management board of a company,
members of the supervisory board and the key shareholders,
whose involvement can bring additional economic benefits.
In this study, we used the methodology of event studies,
measures of descriptive statistics and econometric
modelling. The problem associated with researching this
type of phenomenon is that the information needs to be
collected manually, making the process extremely tedious
and labour-intensive. The sample used in this study included
the sudden departures of 81 key persons. We modified the
standard methodology by introducing a reaction day, which
then was used to measure abnormal rates of return, which
may have been biased due to differences between the date
of the actual event and the date of the press release.

This paper is divided into five parts. The introduction is
followed by a review of literature, and the research
hypotheses are formulated against this background. We then
describe construction of our sample and research
methodology, report the results of our study, and present our
discussion and conclusions.

Literature Review and Setting out Hypotheses

The loss of a key person in a company can be perceived
as the cause of a decrease of the value of intellectual capital,
and a factor that increases the risk of deterioration in the
company’s performance and a decrease of its share value. The
results of most empirical research indicate the existence of a
negative correlation between the sudden departure of a key
person and the company’s market valuation (see Table 1).

Bennedsen et al. (2007) investigated the value of top
managerial talent in the context of the death of a key person
and also in the context of the death of an immediate family
member of a key person. The analysis showed that the death
of a CEO was strongly correlated with a drop in operating
performance results and declines in asset growth and sales
growth. The death of an immediate family member of a
CEO had a significantly negative impact on company
performance. However, the death of a board member did not
have a significant impact on a company’s prospects. Similar
research areas have been covered by Nguyen & Nielsen
(2014), Betzer et al. (2020) and Zhang (2015). Dherment-
Ferere & Renneboog (2002) expanded the scope of changes
in the circumstances of company management by taking
into account different types of management turnover, such
as forced resignations, voluntary departures and age-related
retirements. Brochet et al. (2015) used the event of a death
in order to solve the endogeneity problem, which is a
significant limitation in the application of the methodology
of event studies.
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The research cited above proves that top management  skills of the other members of the management board, the
can determine, significantly, the level of shareholder wealth,  supervisory board and the dominant shareholders may affect
but it does not prove that all top managers are equally  stock returns. To apply the view of the upper echelon theory,
important from a company perspective. In a two-tier system  consequently we hypothesize.

of corporate governance where leaders do not make H1: Investor reactions to the news of the death of a key
themselves as visible as in the Anglo-Saxon system, the person in companies listed on the WSE are negative.
Table 1

Impact of the Loss of a Key Person on the Market Valuation of a Listed Company — Literature Review

Research ) Siz&_e of Opservati_on Measure of
Reference - investigated window, in abnormal rate of Results
period .
population days return

Slovin & Sushka (1993) 1973-1989 85 [-1,0] CAR Positive impact

Dherment-Ferere & Renneboog 1988-1992 277 [-5, +5] CAR Negative impact, except for

(2002) voluntary resignation

Bennedsen et al. (2007) 1994-2002 1476 [-4, +4] CAR Negative impact

Nguyen & Nielsen (2010) 1994-2007 229 [-5, +5] CAR Negative impact

Salas (2010) 1972-2005 184 [-10, +10] CAR Negative impact, except for
entrenched CEOs

Nguyen & Nielsen (2014) 1991-2008 149 [-1, +1] CAR Negative impact

Brochet et al. (2015) 1991-2012 80 [-1, +1] CAR Positive impact for an expected
death and entrenched CEOs;
negative impact for young CEOs
and short-tenured CEOs

Zhang (2015) 1980-2013 22 [-2,+3] CAR Negative impact

Jenter et al. (2017) 1980-2012 458 [-2, +5] CAR_MM,; Positive impact for entrenched

[-30, +5] CAR_MAR;BHAR, CEOs; negative impact for
sudden death; young CEOs
BHAR, slow death
Betzer et al. (2020) 1980-2012 255 [-1, +1] CAR Negative impact

Notes: SCAR, standardised cumulative abnormal return; CAR_MM, cumulative abnormal return — market model; CAR_MAR, cumulative abnormal
returns as the sum of market-adjusted excess returns; BHAR, buy-and-hold abnormal return.

Succession planning is an extremely rare phenomenon  entrenched executive. He proved that the entrenchment of
in Poland - in reality, in Poland, CEOs change an executive in a company on average costs 5-7 % of the
unexpectedly. This applies to both dismissals and  value of the company’s capitalization. A positive reaction
unforeseen events such as a death. The absence of a by shareholders to the news of a death proves that in the
forward-looking and clear succession policy in listed  shareholders’ opinion the supervisory board should have
companies is a problem. The lack of a prepared successor ~ made some staff changes a long time before. The findings
creates anxiety for shareholders. The study by Dherment-  suggest that a sudden death removes a blockage that might
Ferere & Renneboog (2002) is one of a few to include death ~ have been restricting a takeover of power in the company.
and age-related retirement in the investigated population. Similar research was carried out by Jenter et al. (2017), who
Their research proves the existence of negative values of  concluded that the impact of the loss of a key person on the
abnormal rates of return for both these events (death and market valuation of a listed company is positive for
age-related retirement). Although the negative results for  entrenched CEOs and negative for young CEOs. The
the death of a key person can be rationally substantiated and ~ entrenchment hypothesis taken from agency literature is
predicted, it is questionable whether age-related retirements  particularly interesting as it is open to debate. On one hand,
have similar effects. The assumption is that the retirement  entrenchment appears to have a negative impact on
of an elderly key person should not be surprising, because ~ company performance, while on the other hand, a well-
of their age, and that this event should not trigger a reaction  established CEO might have extraordinary knowledge of the
by shareholders. Based on Bennedsen et al. (2007), which  industry and can determine a company’s success. To apply
concluded that death is a sudden and tragic event causing  the view of the entrenchment hypothesis, we consequently
shock and greatest loss of value in the form of a key person hypothesise:

discount, we hypothesise: H3: Investor reactions to the news of the death of a key
H2: Investor reactions to the news of the death of a key person are more positive when that key person was
person are more negative than in the event of an age- entrenched.
related retirement. Currently, a factor that significantly affects a

The occurrence of negative abnormal rates of return ~ company’s valuation is the human capital, which includes
accompanying a death raises another doubt. As assumed, in  not only management staff but also the owners of significant
Hypothesis 1, according to the upper echelon theory, the  holdings. The knowledge, experience and education of these
reaction should be negative and, as a consequence, we  investors can be very valuable with regards to the
should see a drop in the company’s value. However, would ~ management of the company. News of the death of Steve
it be possible that, in extraordinary circumstances,  Jobs drove the Apple share price down more than 5% in the
shareholders might react positively to the loss of a key  Frankfurt Stock Exchange. Lee et al. (2020) studied a
person? Salas (2010) makes this point in examining investor  slightly different phenomenon - i.e. the relationship between
reactions when the death removes an ineffective and  founder CEOs and innovation in public companies. They
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find that the company’s innovation performance
deteriorates after a founder CEO death. Literature
emphasizes just senior executive deaths (Dherment-Ferere
& Renneboog, 2002; Salas, 2010; Nguyen & Nielsen,
2014), not key persons who had significant holdings in the
company. There are no comprehensive studies which
specifically examine the valuation effects of sudden death
in the case of key persons who are also shareholders. We
argue that their ownership stake influences engagement in
the company’s operations or monitoring, and ultimately the
company’s market value. Consequently, we hypothesize:
H4: Investor reactions to the news of the death of a key
person are greater in line with the equity participation
of that key person in the company.

Methodology

Selection of Announcements. The database that was
created to verify the hypotheses set out in this paper was
developed by the authors from scratch and is a unique
source of information about the Polish capital market. The
sample comprises events that include the death and old-age
retirement of members of the managing board, members of
the supervisory board and significant shareholders in
companies listed on the main market of the WSE for the
period 2005-2017. The list of events was drawn up on the
basis of official stock exchange releases (regulatory
announcements). The calendar of events available on the
website of the Polish Press Agency was used for this
purpose, and was searched using key words such as “death”,
“deceased” and “departed”. Ultimately, the research sample
included 81 cases of departures of key persons due to death
or old-age retirement. The total number of deaths observed
was 56 with 25 cases of retirement. The reason for the
smaller number of retirements might be that companies
often do not specify the reasons for a key person leaving the
company. Sometimes “retirement” is described as
“resignation”. Figure 1 presents the distribution of the
number of events over time broken down by the
circumstances of the loss of the key person.

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

= Number of cases of death
O Number of cases of retirement

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Figure 1. Number of Observations by the Type of Event

A lot of information was collected about each event.
Most events included in the research sample concerned

LSimilar to the research of Gurgul et al. (2012) and Daszynska-Zygadlo et
al. (2014) it was assumed that there are two categories of investors. One
group consists of better-informed people, who on an ongoing basis collect
and analyze information that may have an indirect or direct impact on the
company, and other investors, who learn about the events only after official

members of the supervisory board (51.85 %). Only eight
cases (9.88 %) were events concerning CEOs. In the
analysed research sample, the size of the supervisory board
was, on average, 6.64 people while the size of the
management board was 4.03 people. The number of years,
on average, that a key person holds a position in a company
was close to five years, and the average age for departure
was 58. Almost 90% of events concerned people who were
not company founders. The entire research sample included
16 events (19.75%) concerning people who were company
shareholders. Each of these held more than 5% of the votes
at the annual general meeting of shareholders.

We identified two dates for each event in the sample:
the date of the actual event (event day, e) and the date on
which the press release about the event was published
(announcement day, a). Sometimes the two dates
overlapped but, in most cases, there was a time difference
of a few days (Figure 2).

Delays in publishing the announcements resulted
primarily from the occurrence of non-trading days, such as
weekends and holidays. By focusing on the date on which
the company published the information, the measurement of
investor reaction to the event of the death of a key person
might be significantly distorted. The reaction on the event
day might be different from the reaction on the
announcement day'. Observed differences between the
announcement day and the event day were the premise to
expand the analysis using the date of any potential reaction,
which we called the reaction day (r).

eventday + 1 = announcement dat

(16 cases of death) Kl

eventday = announcement dat
(39 cases of retirement & death)

]
| Retirement announcement
| 125daysin advance
|

-135  -120  -105  -90 -75 -60 -45 -30 -15 0 15
Number of days between the event and publishing the announcement

Figure 2. Distribution of Differences between the Event Day and
the Announcement Day

Measurement of Investor Reactions. To examine the
effects of the loss of a key person on market reactions, we
use the standard event-study methodology (Brown &
Warner, 1985) to estimate cumulative abnormal return
(CAR) and simple return (SR). Specifically, we estimated

announcements. If the event occurs after the close of trading on a
particular day, the following day of trading in the company’s shares is
considered to be the date of the event.
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CAR for three different reference points: event day (CARe),
announcement day (CARa) and reaction day (CAR)), but in
each one it was for a two-day window:

CAR; = Y.L, ARy @)

Where CAR; is the cumulative abnormal return over the
observation window [0,+1], AR;; is the abnormal return for
i company on day t. In order to estimate the CAR we first
estimate the expected return and the abnormal return AR;;
on the basis of the market model:

AR; = Ry — & — PRy @)

Where R;; represents the logarithmic returns shares for
observation i on day t, R,,; defines the return on the market
portfolio for day t. We use the WSE General Index (WIG)
as a proxy for the market. To estimate the observation &,
and B, coefficients we followed earlier event studies (e.g.,
Nguyen & Nielsen, 2008) using the period from 149 days to
1 day before the key person loss and ordinary least-squares
(OLS) techniques.

Event studies have been widely used in earlier works to
assess the consequences for shareholders of important
discrete events such as the announcement of the loss of a
key person (e.g., Salas, 2010, Betzer et al., 2020). However,
as Peterson (1989) points out, event studies have their own
weaknesses. One such is estimation of expected returns and
adjustments returns by the market model. Therefore, we
calculated SR;, which served as an additional proxy of
investor reaction. This solution is an essential simplification
of the approximation of investor reactions as it does not take
into account the difference in relation to the expected rate of
return that is a derivate of current market changes, but it
allows the capture of the direct impact of specified
determinants on the direction of the reaction. Abnormal
returns allow the assessment of the change of rate of return
on shares compared with expected values, but do not allow
us to report the real (upward or downward) direction of
changes in share prices as a result of the event:

Rity

SRL- = lna (3)

Where R, is the share price one day after the event and
R;, is the reference price. Conducting an analysis on the
basis of a postulated reaction day requires a significant
amount of work and the collection of a large amount of
information (see Table 2), yet this type of analysis can
provide a clue for investors implementing their strategies on
the WSE. Due to its qualitative nature, the application of the
reaction day can be done in the case of small populations,
due to the amount of work.

Explanatory variables. The Tenure was used as the first
explanatory variable to provide an entrenchment hypothesis
impact of the loss of a key person on the market valuation
of a listed company (model 2). The length of the key
person’s tenure was measured in years. Another proxy we
used for entrenched executives is based on personal
characteristic, i.e. Age of the key person (model 3). Finally,
we additionally used an interactive variable between the
dichotomous variable describing the type of event
(retirement = 0, death = 1) and Tenure (model 4).

To measure the equity participation of a key person in
the company, we employed three types of variables. The
main explanatory variable is Shares, i.e. the percentage of
shares held by the key person. Next, we create a dummy
variable, Shareholder, which is coded 1 if the key person
was holding shares in the investigated company at the time
of the event, and O otherwise. Moreover, to identify the
relative power of a key person in the decision-making
process, we used Votes - the total number of votes, not just
shares, held by the key person. Data were obtained from
current and periodic reports.

Model specification. The analysis of determinants of the
shareholders’ reactions to the information about the loss of
a key person was carried out on the basis of a linear
multivariate regression. Similarly to Adamska & Dabrowski
(2016), we estimated the model parameters using the OLS
method with robust standard errors. The analytical form of
the econometric model used to test H3 is defined as:

CAR .4 1)i=
ay+a, Tenure;+a,Age,+azDeath,+a,Tenure;x Death;+ 4)
Yom BmControlsy,; +Jsy;Yearg + &

For the objective to develop a streamlined model to analyse
the entrenchment hypothesis in the loss of a key person, we
introduced four control variables (controls,,;). Specifically,
to evaluate corporate governance quality, we include Board
size, the number of supervisory board members of the
company. In relation to Firm size, we argue that the loss of
corporate talent likely has a stronger impact on stock prices
of smaller companies, as they may find it harder to attract
new (skilled) executives. Firm age - the number of years
since the year of company establishment, is frequently used
as a proxy of the organizational rigidities hypothesis.
Finally, we use Shares, as a key person with substantial
ownership power is susceptible to a self-serving bias can
and can hold on to their position beyond their point of
effectiveness (Boecker, 1992). Thus, we verify time fixed
effects (Year) using dummy variables, one for each year of
our sample period (i.e., 2005, 2006).

One potential concern with the cumulative abnormal
returns is adjustments by the market model. Thus, our
second empirical approach employs a logarithmic daily rate
of return at event day. The adopted simple return models are
the following:

SR w.41)i=
Model 5 ay+a;Shareholder; +Y.,, By, Controls,,; + )
Zs ysyearsi + Zr ereekn’ + &
>6 pt
SR (g:41)i= Qg+ Votes+ Y B Controls,,; +
Model 6 Zs ysyearsi + Zr ereekn’ + & (6)
>6 pt

SR (g.+1)i= ap+a;Shares;+a,Index;
YmBmControls,,; +Yy:Yeary +Y,.v.Week,; +  (7)
&

Models 7-9

In equations 5-7, Control represents the set of company-
level control variables. Some of them, such as Firm age and
Board size have been discussed above, but we also included
a natural logarithm of Market value as another measure of
firm size. Year, like earlier, refers to year fixed effects, and
Week is a count variable that takes on values between 1 and
7 for the announcements day of the week.
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Models 5-9 refer to the information about the impact of
equity participation of the lost key person, while models 8
and 9 additionally take into account Index, the variable
controlling investors’ reaction to the market situation (i.e.,
the rate of return on the WIG)?2. In models 1-8, a criterion

limiting trading volumes on the reaction day was introduced
— they could not be lower than five shares. In model 9, this
criterion was raised to ten shares. As a consequence, the
sample was limited to 52 events.

Table 2

Procedure for Determining the Rate of Return in the [0,+1] Window for the Reaction Day

> 6 pt

Reaction price (t;)

Reference price (to)

1 The announcement states the date and time of death:
la The date of death is a trading day:
lai Death occurred before the start of trading Opening price on the day of death g;gtsrl]ng price on the trading day preceding
l.aii  Death occurred during trading Closing price on the day of death Opening price on the day of death
l.aiii  Death occurred after the closing of trading Opening price on the next trading day Closing price on the day of death
1b Day of death is not a trading day Opening price on the next trading day Closing price on preceding trading day
2 The announcement states only the day of death:
2.a The announcement is published on the day of death and it is a trading day:
Opening price on the announcement day or Closing price on the trading day preceding
2.a. Announcement before the start of trading the first trading day following the
the announcement
announcement
2.aii  Announcement during trading Closing price on the announcement day Opening price on the announcement day
2.a.iii__ Announcement after the closing of trading Opening price on the next trading day Closing price on the announcement day
2b Announcement published on the day of death  Opening price on the first trading day after Closing price on the trading day preceding
) and it is not a trading day the announcement the announcement
2c Announcement publishe_d after death and Opening price on the next trading day after Closing price on the day of death
event occurred on a trading day death
2.d Announcement published after the death and event occurred on a non-trading day:
2 di Announcement on the first day following the ~ Opening price on the announcement day or Closing price on the trading day preceding
d.i ] -
event the first trading day after the announcement death
2 dii Announcement on the next day following the  Opening price on the first trading day Closing price on the trading day preceding
- event following the event death
3 The announcement does not state the date of death:
3a Announcement published on a trading day
3ai Announcement before the start of trading Oper)ing pri(;e on the announcement day or Closing price on the trading day preceding
the first trading day after the announcement the announcement
3.aii  Announcement during trading Closing price on the announcement day Closing price on the announcement day
3.a.iii  Announcement after the close of trading Opening price on the next trading day Closing price on the announcement day
3b Announcement published on a non-trading Opening price on the first trading day after Closing price on the trading day preceding
) day the announcement the announcement
Results 1.07 %) and for the announcement day (CAR. = —0.50 %).

We undertake the research objectives concerning
shareholder reaction in multiple ways. In order to verify
Hypothesis 1, the test for the average value of the CAR in the
research window [0,+1] was carried out for the entire research
population (N = 73) and separately for events concerning
deaths (n = 51) and old-age retirements (n = 22)%. The
findings reported in Table 3 do suggest that shareholder
reaction to the announcement of the death of a key person is
negative and statistically significant, as in studies on CEO
deaths (Johnson et al. 1985; Worrell et al., 1993; Dherment-
Ferere & Renneboog, 2002; Bennedsen et al., 2007; Nguyen
& Nielsen, 2010; Salas, 2010; Nguyen & Nielsen, 2014,
Brochet et al., 2015; Jenter et al., 2017). This is as we
hypothesize (H1) and consistent with the upper echelon
theory and corporate governance literature. The death of a key
person caused a decrease in a company’s value, on average,
by 0.88 % in relation to the reaction day (CAR;). This is
confirmed by the average CAR for the event day (CAR. = —

2 For models 5-9, the dependent variable is not a CAR, but a regular SR
on shares at the closing of trading on the day following the reaction day.
This solution is an essential simplification of the approximation of investor
reaction as it does not take into account the difference in relation to the
expected rate of return that is a derivate of current market changes, but it
allows the capture of the direct impact of specified determinants on the
direction of the reaction. Abnormal returns allow the assessment of the

Thus, there are no grounds to reject the first hypothesis. The
comparison of CAR in the [0,+1] window for the reaction day
proposed in this study, as well as for the event day and the
announcement day, points to the existence of significant
discrepancies between the mean values. For all reference
points, the average CAR value does not exceed one
percentage point, so the market’s reaction can be considered
relatively moderate. However, it is worth emphasizing the
difference between the results for the day of publishing the
announcement and the postulated reaction day. The average
CAR calculated for the date of the announcement is two-
thirds lower than the CAR for the reaction day. In absolute
values, it is only 0.657 %, yet it should be noted that this is an
“excess” of return on shares above the theoretical return
resulting from the market model.

The second hypothesis (H2) was tested on the basis of
a test for two means in the subgroups of deaths and
retirements, which were preceded by tests for equality of
variances (Table 4). There is mixed evidence regarding the

change of the rate of return on shares compared with expected values, but
these do not allow us to report the real (upward or downward) direction of
changes in share prices as a result of the event.

3 We excluded eight observations. In six cases the share price time series
was too short to calculate market returns and two cases that occurred on
the same day.
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nature of the studied phenomenon. A less negative investor
reaction to the death of a key person was observed for the
reaction day, compared with information about retirements.
Meanwhile, the difference is positive for the announcement
day (ACAR, = 0.68 %) and the event day (ACAR. = 1.53 %),
which means that the average reaction of investors was in line
with the adopted hypothesis. Moreover, ACAR. was
significantly different from zero (a = 0.1). Although these
findings are inconsistent with our second hypothesis (H2)
regarding valuation effects of a sudden death, they support
arguments present in literature regarding the effects of
managerial entrenchment and power.

Table 3
Summary of the Value of Average CAR [0,+1]
All observations Deaths Retirement
(N=73) (n=51) (n=22)

Panel A: Reaction day
CAR, -0.95 %™ -0.88 %" 113%™
Panel B: Event day
CAR. —0.61 %" ~-1.07 %™ 0.46 %
Panel C: Announcement day
CAR, —0.30 % —0.50 % 0.18 %

Notes: The presented statistical significance of means is tested using the
Student’s t-test. *, **, and *** denote the significance of the parameter at
a=0.1, 0.05, and 0.01, respectively.

Table 4

Summary of Tests for Equality of Variances and Mean CAR [0,+1] in the Subgroups for Death and Retirement

Test for equality of variances Difference of Test for equality of means®
F-statistic p' Conclusion means t-statistic pff
CAR, 0.27 0.0017 Significantly different —-0.25% -0.34 0.6324
CAR. 0.88 0.7706 Equal 1.53% 153" 0.0653
CAR, 0.44 0.0444 Significantly different 0.68% 0.84 0.2015

Notes: 7 The p-value for the relations of variance is different from 1 (two-tailed test).

7 The p-value for the difference of means is significantly greater than 0 (one-tailed test).

§ For significantly different variances, the Student’s t-test was used with the Satterthwaite (1946) correction for effective degrees of
freedom. *, ** and *** denote the significance of the parameter at o. =0.1, 0.05, and 0.01, respectively.

The third hypothesis concerns the link between the ability
of entrenched CEOs to persist regardless of their performance
and shareholder wealth. To evaluate this effect, we include as
regressors the variable Tenure and an interactive variable
between Death and Tenure of the key person (model 4 in
Table 5).

By directly interpreting the parameter of the interactive
variable, we can conclude that the less time the key person
held their position, the smaller the difference in the rate of
return on shares and the WIG on the reaction day (Table 5).
Investors, most likely, believe that such a situation entails an
increase of risk. For each year that a key person holds a
position, the abnormal rates of return are increased by 0.223
%. The longer a given person remains within the company’s
organizational structure, the more positive the shareholders’
reactions. This shows that investors are not concerned about
the loss of well-established CEOs who potentially might have
extraordinary knowledge of the industry. The results of the
regression analysis in model 4 support the third hypothesis
(H3) and arguments present in corporate governance
literature regarding the effects of managerial entrenchment.

We test hypothesis four (H4) regarding valuation effects
of the loss of a key person with the inclusion of the
participation in ownership structure variables. We observe
that the coefficients of this variables are significantly negative
in all tested models (Table 6). This implies that the greater the
equity participation of a departing key person, the greater the
effect of investor reaction on the Polish capital market.
Hence, these findings are contrary to Slovin & Sushka (1993)
but they are consistent with hypothesis four (H4) and suggest
that investor reactions are associated with the loss of a key
person who had significant holdings in the company.

The results of the empirical analyses presented in this
study confirm the existence of the phenomenon of a key
person discount. However, it should be noted that the investor

4 The proprietary method of determining the moment of a potential reaction
was based on just a one-day research window.

reactions were analysed across a very short time window.
Taking into account the type of position held by the key
person, we can observe that in the case of a person who is a
member of the supervisory board, the discount is higher.
These results are contrary to the assumption that it is the
company’s management board that bears the responsibility
for the company’s performance. It is also the management
board that is criminally responsible in circumstances that
violate the law.

The analysis of investor reactions in a very short one-
trading-day window undoubtedly has its advantages, because
of the need to isolate the impact of a specific event of the
measured category. However, undoubtedly, the sudden loss
of a key person in the company is a more complex situation
that is worthy of further analysis. The Cumulative Abnormal
Returns should be studied for the event day and the
announcement day in a longer ten-day analysis window* to
further research in this field.

By isolating the two subgroups (i.e., death and
retirement), it was concluded that regardless of the adopted
reference point, the variable in the indicated event window
had a negative change vector. Ten days after the event, the
CAR values for death and retirement are similar (-2.1 % and
—2.4 % on the tenth day). A possible explanation for this is
that investors perceive both of these events, regardless of the
cause, as the loss of a key asset of the company. The
measurement for the announcement day progresses
identically up until day eight. After this period the CAR for
the event of a death returns to the value that preceded the
event.
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Table 5
Regression Model Explaining Cumulative Abnormal Returns for the Reaction Day
Dependent variable: CAR,(0,+1) Model 1 Model 2 Model 3 Model 4
Explanatory variables
Tenure 0.000256 -0.00159
(0.39) (-1.12)
Age -0.000241 -0.000260
(-0.80) (-0.75)
Death -0.0159™
(-2.02)
Death * Tenure 0.00223"
(1.73)
Controls
Board size -0.00297™ -0.00300™ -0.00333™ -0.00351™
(-2.15) (-2.14) (-2.56) (-2.65)
Firm age 0.000125 0.000127 0.000135 0.000104
(1.25) (1.25) (1.32) (0.98)
Firm size 0.00200™ 0.00203™ 0.00217™ 0.00220™
(2.13) (2.15) (2.41) (2.23)
Shares —0.0923™" -0.0940" -0.0983™" -0.0941™"
(-5.29) (-5.57) (-5.12) (-4.87)
Constant -0.0123 -0.0137 0.00182 0.0163
(-1.13) (-1.18) (0.09) (0.69)
Year Yes Yes Yes Yes
Number of observations 73 73 73 73
F-statistic 8.030 7.315 6.875 6.921
R? 0.357 0.358 0.367 0.392
Adjusted R? 0.173 0.160 0.171 0.158

Notes: The equations were estimated using the OLS estimator. Standard errors are corrected for heteroscedasticity. Values of standard errors are shown
in brackets. *, ** and *** denote the significance of the parameter at o. = 0.1, 0.05, and 0.01, respectively.

Conclusions

This paper provides an empirical examination of the
upper echelons theory and entrenchment hypothesis in a
transitioning economy. Firstly, by analysing changes in
shareholder value due to the deaths of incumbent members
of top management teams, this paper has provided evidence
that key persons are an important determinant of
shareholder value for many firms.

While prior findings concerning the relationship
between general directors and organizational performance
are unclear or conflicting (Pitcher & Smith, 2001; Cannella
et al., 2008; Hambrick et al., 2015), we observed that the
rates of return on shares decreased in response to the
information about the death of a key person — shareholder
reactions were negative and statistically significant. Even
when the sample was divided into individual subgroups, the
direction of change was always negative, and the
characteristic of the analysed reaction did not change even
when the event window was extended. These findings are
consistent with the upper echelons theory. We fail to prove,
however, that reactions to the news of the death of a key
person are more negative than in the event of an age-related
retirement on reaction day.

Secondly, we obtain interesting findings regarding the
entrenchment hypothesis. The presence of a positive
reaction to the loss of a so-called “entrenched CEO” has
previously been confirmed in developed capital markets
(Salas, 2010; Jenter et al., 2017). We also find that the
longer a given person holds a position in a company, the
more moderate the investor reactions are.

Finally, we evaluated the impact of equity connections
on investor reactions associated with the publication of the
loss of a key person. The stronger these connections were,
the more pronounced the shareholder reactions were.

The analyses presented in this study are the first of their
kind to be performed on data from a transition market. This
paper contributes to a better understanding of investor
reactions to organizational change events occurring in
companies listed on the WSE. The results presented so far
confirm that investors do take into account this type of event
in investment strategies that they implement. Further, these
results suggest that Polish firms need to undertake more
formal succession planning for their executives.

Many questions still remain unanswered. One such
involves the changes of financial results following the death
of a key person. Thus, this area of research should be the
subject of further analysis and discussion.

Table 6
Regression Model Explaining the Results of Simple Return for the Reaction Day

Dependent variable: SR,(0,+1) Model 5 Model 6 Model 7 Model 8 Model 9
Explanatory variables
Shareholder -0.0166"

(-1.93)
Votes -0.100™"

(-4.28)
Shares -0.0969™" -0.0973™ -0.112"
(-4.37) (-4.28) (-5.32)

Controls
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Dependent variable: SR/(0,+1) Model 5 Model 6 Model 7 Model 8 Model 9
Market value 0.00326™" 0.00344™" 0.00342™ 0.00332™ 0.00381"
(2.88) (3.18) (3.16) (3.07) (2.19)
Board size -0.00458"" —-0.00447" —0.00447"" —0.00430™" —-0.00388"
(-3.00) (-3.13) (-3.14) (-3.19) (-1.92)
Firm age 0.000138 0.000155" 0.000157" 0.000153 0.000228"
(1.45) (1.68) (1.70) (1.66) (1.79)
Index 0.158 0.718™
(0.54) (2.12)
Constant -0.0242 —-0.0349" —-0.0343" -0.0332" -0.0572"
(-1.20) (-1.84) (-1.81) (=1.75) (-1.95)
Week Yes Yes Yes Yes No
Year Yes Yes Yes Yes Yes
Number of observations 73 73 73 73 52
F-statistic 3.023 4.613 4.677 4,158 6.676
R? 0.577 0.604 0.598 0.601 0.598
Adjusted R? 0.402 0.441 0.433 0.425 0.397

Notes: The equations were estimated using the OLS estimator. Standard errors are corrected for heteroscedasticity. Values of standard errors are shown
in brackets. *, ** and *** denote the significance of the parameter at o. = 0.1, 0.05, and 0.01, respectively.
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