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The Cadbury Committee,
Corporate Performance, and
Top Management Turnover

JAY DAHYA, JOHN J. McCONNELL,
and NICKOLAOS G. TRAVLOS*

ABSTRACT

In 1992, the Cadbury Committee issued the Code of Best Practice which recom-
mends that boards of U.K. corporations include at least three outside directors and
that the positions of chairman and CEO be held by different individuals. The un-
derlying presumption was that these recommendations would lead to improved
board oversight. We empirically analyze the relationship between CEO turnover
and corporate performance. CEO turnover increased following issuance of the Code;
the negative relationship between CEO turnover and performance became stron-
ger following the Code’s issuance; and the increase in sensitivity of turnover to
performance was concentrated among firms that adopted the Code.

THE CADBURY COMMITTEE WAS APPOINTED by the Conservative Government of
the United Kingdom in May 1991 with a broad mandate to “ . . . address the
financial aspects of corporate governance” (Report of the Committee on the
Financial Aspects of Corporate Governance, 1992, Section 1.8). The Commit-
tee was chaired by Sir Adrian Cadbury, CEO of the Cadbury confectionery
empire, and included other senior industry executives, finance specialists,
and academics. In December 1992, the Committee issued its report, the cor-
nerstone of which was The Code of Best Practice, which presents the Com-
mittee’s recommendations on the structure and responsibilities of corporate
boards of directors. The two key recommendations of the Code are that boards
of publicly traded companies include at least three nonexecutive (i.e., out-
side) directors and that the positions of chief executive officer (CEO) and
chairman of the board (COB) of these companies be held by two different

* Dahya and McConnell are from Krannert Graduate School of Management, Purdue Uni-
versity, and Travlos is from Athens Laboratory of Business Administration and Cardiff Busi-
ness School, Cardiff University. This paper has benefited from the helpful comments and
suggestions of George Benston, David Denis, Diane Denis, Julian Franks, Paul Marsh, Robert
Parrino, Ronan Powell, David Power, Raghu Rau, Andrew Stark, Jason Xiao, and seminar par-
ticipants at Emory University, Purdue University, the University of Iowa, the University of
Oklahoma, the EFMA (Paris) and the FMA (Orlando). McConnell acknowledges financial sup-
port from the Center for International Business Education and Research (CIBER) at Purdue
University. Dahya acknowledges financial support received from the Nuffield Foundation. Trav-
los acknowledges financial support received from the Kitty Kyriacopoulos Chair in Finance.

461



462 The Journal of Finance

individuals.! The apparent reasoning underlying the Committee’s recommen-
dations is that greater independence of a corporate board improves the qual-
ity of board oversight.

As of 2001, the Code has not been enshrined into U.K. law and compliance
with its key provisions is entirely voluntary. Nevertheless, the Code is not
without “teeth.” First, the Cadbury Committee’s report explicitly recognizes
that legislation would very likely follow if companies did not comply with
the guidelines of the Code (Report of the Committee on the Financial Aspects
of Corporate Governance, 1992, Section 1.1). Second, the report has been
given further bite by the London Stock Exchange (LSE), which, since June
1993, has required a statement from each listed company that spells out
whether the company is in compliance with the Code and, if not, requires an
explanation as to why the company is not in compliance.

To appreciate the significance of the Cadbury Committee and its recom-
mendations, it is important to appreciate the environment surrounding the
establishment of the Committee. First, the Committee was appointed in the
aftermath of the “scandalous” collapse of several prominent U.K. companies
during the later 1980s and early 1990s, including Ferranti, Colorol Group,
Pollypeck, Bank of Credit and Commerce International, and Maxwell Com-
munication. The broadsheet press popularly attributed these failures and
others to weak governance systems, lax board oversight, and the vesting of
control in the hands of a single top executive.

The Cadbury Committee was set up in response to a number of corpo-
rate scandals that cast doubt on the systems for controlling the ways
companies are run. The downfall of powerful figures such as Asil Nadir
or the late Robert Maxwell, whose personal control over their companies
was complete, raised fears about the concentration of power. (Self-
regulation seen as the way forward, 1992)

Second, historically, executive (i.e., inside) directors have heavily dominated
U.K. boards. For example, during 1988, for only 21 companies of the Finan-
cial Times (FT) 500 did outside directors comprise a majority of the board
and, when boards are ranked according to the fraction of outside board mem-
bers, outsiders comprised only 27 percent of the median board’s membership
(The Corporate Register, 1989). In comparison, outsiders comprised a ma-
jority of the board for 387 of the Fortune 500 companies. Furthermore, for
the median board of the Fortune 500 companies, outside directors comprised
81 percent of the membership (Annual Corporate Proxy Statements). With

! The report also recommended: (a) full disclosure of the pay of the chairman and the highest
paid director; (b) shareholders’ approval on executive directors contracts exceeding three years;
(c) executive directors pay be set by a board subcommittee composed primarily of outsiders; and
(d) directors establish a subcommittee of the board, comprised mainly of outside directors, to
report on the effectiveness of the company’s system of internal control.
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respect to the joint position of CEO and COB, the United Kingdom and United
States historically are similar. For example, during 1988, a single individual
jointly held the positions of CEO and COB for 349 of the Fortune 500 and for
328 of the FT 500.

At its issuance, the Cadbury Report was greeted with skepticism both by
those who felt that it went too far and by those who felt that it did not go far
enough. The general unease of those who felt it went too far can be summa-
rized as a concern that the delicate balance between shareholders and man-
agers is better left to the forces of competition. A less generous interpretation
of this perspective, which was most frequently espoused by corporate man-
agers, might be characterized as “leave us alone—we know best.”

There is danger in an over emphasis on monitoring; on non-executive
directors independence ... [and] on controls over decision making ac-
tivities of companies. (Green, 1994)

The general concern of those who thought that the report did not go far
enough centered on the “voluntary” nature of the Report’s recommendations.

The Committee’s recommendations are steps in the right direction. But
... [s]hareholders, investors and creditors will have been disappointed
that just when the corporate failures of recent years cried out for bold
and imaginative legal reform, the body from which so much had been
expected came up with a little tinkering and a voluntary code (Cadbury
Committee Draft Orders Mixed News for Shareholders, 1992).

Against this background, this study empirically investigates the impact of
the key Cadbury recommendations on the quality of board oversight in U.K.
firms over the period 1989 through 1996.

We begin our investigation with the presumption that an important over-
sight role of boards of directors is the hiring and firing of top corporate
management. We further presume that one indicator of effective board over-
sight is that the board replaces ineffective or poorly performing top man-
agement. Finally, we presume that corporate performance is a reliable proxy
for the effectiveness of top management. With those presumptions in place,
we empirically investigate the relationship between top management turn-
over and corporate performance before and after the Cadbury Committee
issued its recommendations.

We assemble a sample of 460 U.K. industrial companies listed on the LSE
as of December 1988. For each company, we collect data on management
turnover, board composition, and corporate performance for up to seven years
before and four years after the issuance of the Cadbury Report. With these
data, we determine that the relationship between top management turnover
and corporate performance is statistically significant both before and after
adoption of the Cadbury Committee’s recommendations, that is, poorer per-
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formance is associated with higher turnover. Importantly, for our purposes,
this relationship is significantly stronger following adoption of the Commit-
tee’s recommendations. Upon further exploration, the increased sensitivity
of turnover to performance is due to an increase in outside board members
among firms that complied with the key provisions of the Code.

The next section describes our sample selection procedure. Section II
presents descriptive statistics for the sample. Section III presents the re-
sults of our empirical analysis. We reserve our literature review until Sec-
tion IV, in which we present our conclusions in the context of prior related
empirical studies.

I. Sample Selection

Our investigation focuses on top management turnover during the eight-
year interval surrounding publication of the Cadbury Report in December
1992 (i.e., December 1988 through December 1996). To begin, we randomly
selected 650 out of a total of 1,828 industrial firms on the Official List of the
LSE as of year-end 1988 (Stock Exchange Yearbook, 1988-1996). For each of
the 650 firms for which data are available in the Corporate Register for
1988, we determine the names of board members, the outside directors, the
total shares held by the board, the total shares held by institutions, and the
number of block shareholders, where a block shareholder is defined as any
shareholder owning greater than three percent of the company’s stock. Such
data are available for 548 of the firms in the initial sample. Stock price and
accounting data are taken from Datastream for the years 1985 through 1988.
If such data are not available for the years 1985 through 1988, the firm is
dropped from the sample. Forty-seven of the 548 firms were dropped be-
cause of insufficient stock price data; 41 were dropped due to insufficient
accounting data. The resulting sample contains 460 firms. These firms are
then identified according to their Financial Times Industry Classification
(FTIC). The sample includes at least one firm from each of the 33 FTIC
categories.

To keep the sample at 460 firms at all times, when a firm ceases to be
listed, we search chronologically among newly listed industrial firms until
we identify the first firm with book value of assets within plus or minus
20 percent of the book value of assets of the firm that ceased to be listed. For
this firm to be eligible for our sample, we require that data be available on
management identity, board composition, share ownership, and financial per-
formance. Finally, we require that if the existing firm was (was not) in com-
pliance with the Code, the replacement firm must (must not) be in compliance.
In this way, a replacement firm was identified for each firm that ceased to
be listed within at most four months of delisting. We continue this procedure
each year from December 1988 onward, replacing firms that are no longer
listed on the LSE, through the end of 1996.

For each firm in the sample, for each year, we collect the names of board
members, the number of outsiders, the number of shares held by the board
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and by institutions, and the number of block holders from the Corporate
Register. We take stock returns and accounting data from Datastream. For
new firms, accounting data for three years prior to LSE listing are taken
from filings with the LSE at the time of listing. The shares of some newly
listed firms traded elsewhere prior to entering the LSE Official List. For
these firms, stock price data are collected for up to three years preceding
their listing dates. For other firms, we use price data beginning with their
entry onto the Official List.

To determine top management turnover, we compare the names of top
management from year to year over the time period December 1988 through
December 1996. For each company, we identify the top executive as the in-
dividual with the title of CEO or Executive Chairman. In addition, we iden-
tify other board members as members of the top management team if the
board member is an employee of the firm and holds the title of Chief of
Operations or Managing Director. If the name of the top executive changes
between successive years, we classify that as turnover in the top executive.
For other members of the top management team, if a name disappears from
the top management list, that event is deemed to be a turnover in the top
management team excluding the top executive. If the top executive exits the
list of top management and is replaced by another member of the top team,
that event is considered turnover in the top executive position, but not turn-
over in the top management team. We do not count as turnover the event
in which the position of Executive Chairman is split into the positions of
CEO and COB. (Henceforth, we refer to the top executive position as the
CEO.)

We further identify turnover as “forced” by examining articles in the Extel
Weekly News Summaries, the Financial Times, and McCarthy’s News Infor-
mation Service. Turnover is labeled forced when (a) a news article states
that the executive was “fired”; (b) an article states that the executive “re-
signed”; or (c) an article indicates that the company was experiencing poor
performance. In addition, for criteria (b) and (c), the executive must be less
than 60 years old and no other article can indicate that the executive took a
position elsewhere or cite health or death as the reason for the executive’s
departure. All other turnover is labeled “normal.”

In our tests, we employ both accounting earnings and stock returns to
measure corporate performance. Specifically, as our measure of accounting
earnings, we use three-year average industry-adjusted return on assets
(IAROA). For each firm in the sample and for each year, we calculate return
on assets (ROA) as earnings before depreciation, interest, and taxes
(EBDIT) divided by beginning-of-the-year total assets. Then, for each firm
with the same FTIC as the sample firm, we calculate ROA in the same
way. Next, for each FTIC group for each year, we determine the median
ROA. TAROA is calculated by subtracting the industry median ROA from
the sample firm’s ROA for each of the three years prior to a turnover event.
The average of these three IAROAs is in our measure of accounting
performance.
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For measuring stock price performance, we use industry- and size-
adjusted stock returns (ISARs), where ISARs are calculated by subtracting
the daily stock returns of an industry- and size-matched portfolio from the
return of the sample firm beginning 36 calendar months prior to, and ending
2 days prior to, the announcement of the management change. To construct
the industry- and size-matched portfolio, for each sample firm, all other firms
with the same FTIC code are ranked from largest to smallest according to
their equity market values. The firms are then divided into four size port-
folios. The differences between the return on the stock in our sample and the
equal-weighted average return of the industry- and size-matched portfolio
are calculated. The sum of these differences is the ISAR for that firm.

II. Characteristics of the Sample

To conduct our analysis, we split management turnover along two dimen-
sions. First, we split turnover events into a pre-Cadbury time period (1989
through 1992) and a post-Cadbury time period (1993 through 1996). Descrip-
tive data for these two samples are presented in the first set of columns in
Table 1.

Second, we classify the observations according to whether the firm that
experienced the turnover was (or was not) in compliance with the two key
provisions of the Code. This second classification scheme gives rise to three
sets of firms. The first set includes 150 firms that were in compliance with
the Code for each year that the firm is in our sample (hereafter, the “always-
in-compliance” set). The second set includes 22 firms that were never in
compliance with the Code during any year in which the firm is in our sample
(hereafter, the “never-in-compliance” set). The third set includes those firms
that came into compliance with the Code during a year in which the firm is
in our sample (hereafter, the “adopted-Cadbury” set; 288 firms). Descriptive
data for the first and second sets are split into pre- and post-Cadbury time
periods. These data are presented in the second and third sets of columns in
Table I. Descriptive data for the third set of firms (i.e., the adopted-Cadbury
set) are split into pre- and post-Cadbury adoption time periods (i.e., y — 4
through y — 1 and y + 1 through y + 4, where y equals the year in which the
firm came into compliance with the Code). These data are presented in the
fourth set of columns in Table I.

The descriptive data include the mean and median of book value of assets,
share ownership by the CEQ, share ownership by the board, share ownership
by institutions, number of block holders, board size, and number of outside
directors. In terms of book value of assets, the three sets of firms are re-
markably similar before and after Cadbury and to each other. (Other financial
data [not shown] also exhibit little variation across the three sets of firms.)

In terms of share ownership, regardless of the category of investor, the
fraction of shares held by that category is essentially unchanged from before
to after Cadbury. Additionally, on this dimension, the always-in-compliance
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set and the adopted-Cadbury set are similar to the full sample and to each
other. However, the never-in-compliance set has significantly more owner-
ship by the CEO, significantly greater board ownership, significantly lower
institutional ownership, and fewer outside block holders than the other two
sets. Apparently, firms with greater “inside” ownership of shares are less
likely to adopt the Code.

As regards board composition, for the full sample prior to Cadbury, 35.3
percent of directors are outsiders; after Cadbury, this figure is 46.0 percent.
Almost all of this increase occurs in companies that came into compliance
with the Code. For this set, the fraction of outsiders increases from 26.1
percent before adoption to 46.6 percent afterward. For the always-in-
compliance set, the percentage of outside directors prior to Cadbury (48.6
percent) is nearly identical to the percentage afterward (48.5 percent). Fi-
nally, most of the increase in outside directors came about through an in-
crease in board size as opposed to the replacement of inside directors with
outside directors. The median board increases by two members, from five to
seven for the full sample, and most of this increase occurs among the adopted-
Cadbury set.

As regards the positions of CEO and COB (not shown), not surprisingly,
there is considerable variation before and after Cadbury and across the var-
ious sets of firms. For the full sample prior to Cadbury, the CEO is also the
COB in 36.5 percent of the companies; after Cadbury, that fraction drops to
15.4 percent. Of course, most of this change is due to the set of companies
that became compliant with the Code. For this set, prior to Cadbury, a single
individual held the position of CEO and COB in 39 percent of the firms;
after adoption of Cadbury, in none of these companies did a single individual
hold both positions.

A related question is when did firms become compliant with the key rec-
ommendations of the Code. At least some firms came into compliance every
year throughout the interval 1989 through 1996, but the bulk of these firms,
202 out of 288, became compliant after 1992. Of these 202, 82 were in com-
pliance with one or the other of the two key Cadbury provisions prior to
becoming fully compliant. However, 160 were not in compliance with either
recommendation prior to simultaneously adopting both provisions, and, again,
most of these occurred after 1992.

III. Management Turnover

What our analysis shows thus far is that the informal arm-twisting asso-
ciated with the Cadbury recommendations appears to have had considerable
impact on the size and composition of boards of directors, and on the number
of firms in which one individual holds the titles of CEO and COB. Indeed, as
of 1998, 96 of the FT 100 and 90 percent of all LSE firms were Cadbury-
compliant (The Corporate Register, 1998). The key questions to which we
now turn are: What impact have these changes had on top management
turnover and on the sensitivity of turnover to corporate performance?
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A. Incidence and Rate of Top Management Turnover

Table II shows the incidence and rates of CEO turnover for the full sample
and the three subsets. As in Table I, the data are arrayed into pre- and
post-Cadbury time periods (1989 through 1992 and 1993 through 1996) and
pre- and post-Cadbury adoption time periods (y — 4 throughy — 1 andy + 1
through y + 4). The incidence of turnover is the number of instances in
which we identify a change in the CEO. The rate of turnover is the annu-
alized rate calculated as the incidence of turnover divided by 460 firms di-
vided by four years. The first two rows present data on all CEO turnover
and the second two rows present data on forced CEO turnover.

For the full sample, the incidence and rate of CEO turnover increase sig-
nificantly from before to after issuance of the Cadbury Report. The increase
in turnover is due to an increase in what we have classified as forced turn-
over. For example, for the full sample, the rate of all CEO turnover in-
creased from 6.48 percent to 7.71 percent (p-value = 0.02), and the rate of
forced CEO turnover increased from 3.10 percent to 4.30 percent (p-value =
0.04). Furthermore, the. increase in CEO turnover is concentrated in the
adopted-Cadbury set of firms. For this set of firms, the rate of all CEO
turnover increased from 7.24 percent to 8.87 percent (p-value = 0.01), and
the rate of forced CEO turnover nearly doubled, from 2.71 percent to 4.98
percent (p-value = 0.01). For the always-in-compliance set, the rate of CEO
turnover is essentially unchanged from before to after Cadbury. For the never-
in-compliance set, the rate of turnover declined modestly from before to af-
ter Cadbury, but, given the small sample size, we are inclined not to place
much weight on this result. Thus, the increase in CEO turnover following
Cadbury is primarily attributable to those firms that adopted the key pro-
visions of the Code of Best Practice.

CEO turnover data are consistent with an argument that the Cadbury
Committees’ recommendations increased the quality of board oversight. That
is, turnover, especially forced turnover, in the CEO position has increased
and this increase is concentrated in the set of firms that adopted the key
provisions of the Code of Best Practice. Of course, it could be that the in-
creased management turnover that we document following Cadbury is ran-
dom across firms. The pertinent issue for our purposes is whether turnover
is correlated with corporate performance. That is, are the “right” managers
being replaced? That is the key question to which we now turn.

B. Relationship between Top Management Turnover
and Corporate Performance

Table III presents a preliminary look at the connection between forced
CEO turnover and corporate performance, where performance is measured
as three-year average IAROA as described in Section 1. For each calendar
year, firms are ranked from lowest to highest on the basis of their prior
three-year average IAROA. For each year, observations are then sorted into
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quartiles with quartile one containing the 115 firms with the lowest JAROA
and quartile four containing the 115 firms with the highest IAROA.

For the full sample, both before and after Cadbury, the incidence and rate
of forced CEO turnover increases as we move from the best to the poorest
performing firms. Additionally, the data indicate that the increase in CEO
turnover from before to after Cadbury that we document in Table III is due
to an increase in turnover in the lowest two performance quartiles in the
adopted-Cadbury set of firms. For example, for this set of firms, the rate of
turnover in quartiles one and two increased by nearly 100 percent, from 5.5
percent to 10.8 percent (p-value = 0.01) and by almost 300 percent, from 2.3
percent to 6.9 percent (p-value = 0.04), respectively, from before to after
adoption of Cadbury. In comparison, for the always-in-compliance set, in the
same bottom two quartiles, the rate of turnover is essentially unchanged
from before to after Cadbury.

The data in Table III are representative of the pattern of turnover (not
shown) that emerges when we consider all CEO turnover and when we eval-
uate performance based on ISARs. That is, turnover is concentrated in the
poorest performing quartiles of firms, and the increase in turnover is con-
centrated in the adopted-Cadbury set of firms.

C. Multivariate Analysis of the Relationship between
Top Management Turnover and Corporate Performance

The final questions, to which we now turn, are whether the relationship
between turnover and performance is statistically significant and whether
the sensitivity of turnover to performance is greater following Cadbury. To
answer those questions and to control for other factors that may influence
managerial turnover, we estimate logit regressions with pooled time series,
cross section data. Initially, we estimate regressions in which the dependent
variable is 1 if a firm experiences CEO turnover during a calendar year and
0 otherwise. We estimate separate regressions for all turnover and for forced
turnover. We estimate separate regressions using three-year prior IAROAs
and three-year ISARs as our performance measures. We include yearly ob-
servations of four control variables: fraction of shares owned by directors,
fraction of shares owned by institutions, number of block shareholders, and
log of total assets.

The results of our regressions are presented in Tables IV and V. In Table IV,
the performance variable is logIAROA. In Table V, performance is logISAR 2
Panel A of each table presents regressions with all CEO turnover as the
dependent variable and Panel B presents regressions with forced turnover
as the dependent variable. In total, we have 20 regressions that have either
logIAROA or logISAR as an independent performance variable. In each re-
gression, the coefficient of the performance variable is negative and, with

2 We also estimated the regressions with market model excess returns and CAPM excess
returns as our measure of performance. The p-values of the coefficients are essentially unchanged.
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two exceptions, each has a p-value of less than 0.05. Thus, CEO turnover is
significantly negatively correlated with corporate performance: the poorer
the firm’s performance, the greater the likelihood that the CEO will depart
his position. (We also estimate regressions separately for the pre- and post-
Cadbury time periods [not shown]. In every regression, the coefficient of the
performance variable is negative with a p-value less than 0.05. Thus, turn-
over is significantly negatively correlated with performance both before and
after Cadbury.)

Of the four control variables, only the fraction of shares owned by direc-
tors regularly has a p-value less than 0.10. The coefficient of this variable is
always negative, which indicates that, after controlling for performance, in-
creased share ownership by the board reduces the likelihood that the CEO
will depart his position.

We now turn to the effect of Cadbury on CEO turnover and the effect of
Cadbury on the relationship between CEO turnover and corporate perfor-
mance. The five regressions in each panel explore that question from differ-
ent perspectives. The first regression in each panel is estimated for the full
sample of firms and includes an indicator variable (Dum for 1993-1996)
which takes a value of O for all observations before January 1993 (the pre-
Cadbury period) and a value of 1 for all observations after that date (the
post-Cadbury period) along with a performance variable, either logIAROA or
logISAR, and the four control variables. In each panel, in the first regres-
sion, the coefficient of the indicator variable Dum for 1993-1996 is positive
with p-values ranging from 0.04 to 0.11. Thus, even after controlling for
corporate performance, turnover is higher in the post-Cadbury period. How-
ever, as we observed in Table IV, increased turnover appears to be attribut-
able to the set of firms that came into compliance with the Cadbury
Committees’ recommendations (the adopted-Cadbury set) as opposed to those
firms that were always in compliance.

To determine whether the Cadbury/turnover relationship is due to a gen-
eral phenomenon affecting all firms or whether it is due specifically to a
change in board structures traceable to the Cadbury recommendations, we
next estimate the regressions separately for the always-in-compliance set of
firms and for the adopted-Cadbury set. The only difference in the regres-
sions is that for the adopted-Cadbury set, the indicator variable (Dum-for-
Adopt) takes on a value of 0 in all years prior to the year in which the firm
came into compliance with the Code and a value of 1 for all subsequent
years. These are the second and third regressions in each panel.

For the always-in-compliance set, the coefficient of the Cadbury dummy
variable (Dum for 1993-1996) is always positive, but the p-values range from
0.79 to 0.92. Thus, publication of the Cadbury Report had a trivial impact,
if any, on the rate of turnover among CEOs in firms that were already in
compliance with the key provisions of the Code. For the adopted-Cadbury
set, the coefficient of the indicator variable Dum-for-Adopt is always posi-
tive with p-values ranging from 0.06 to 0.08. Additionally, the magnitude of
the coefficient is at least four times the magnitude of the coefficient of the
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Cadbury dummy (Dum for 1993-1996) for the always-in-compliance set. Thus,
publication of the Code of Best Practice did not have an impact, per se, on
the rate of turnover among top U.K. executives; rather, the effect was con-
centrated among those firms that altered their board structures to comply
with the Code. This is not to say that the rate of turnover among top exec-
utives in firms that were always-in-compliance was “too low” either before or
after Cadbury. The data only show that the rate of turnover for these firms
did not change between the pre- and post-Cadbury periods. In comparison,
the rate of turnover increased significantly among firms that came into com-
pliance with the Cadbury recommendations during the period of this study.

To determine whether the increase in turnover is correlated with perfor-
mance, we estimate a regression with only the adopted-Cadbury set of firms
that includes the adopted Cadbury dummy (Dum-for-Adopt) and the adopted
Cadbury dummy interacted with our measures of performance (either Dum-
for-Adopt X logIAROA or Dum-for-Adopt X logISAR) along with our mea-
sures of performance (either logIAROA or logISAR) and our four control
variables. These are the key regressions of our analysis and are given as the
fourth regression in each panel.

The coefficient of the interaction variable indicates whether the increase
in turnover among firms that adopted Cadbury is randomly distributed across
those firms or is concentrated among the poorest performing firms. In each
regression, the coefficient of the interaction variable is negative with p-values
ranging from 0.02 to 0.07. Additionally, the coefficient of the adopted Cad-
bury dummy (Dum-for-Adopt) is reduced by 60 percent and now has p-values
ranging from 0.60 to 0.77. These results indicate that the increase in CEO
turnover is not random; rather it is (inversely) correlated with performance:
After controlling for performance, the likelihood that the CEO will depart
his position is greater once a poorly performing firm comes into compliance
with the key provisions of the Code. The answer to the question of whether
the “right” managers are leaving the firms appears to be yes, assuming, of
course, that our measures of performance properly identify the right managers.

Thus far, we have employed an indicator variable to capture the key pro-
visions of the Code of Best Practice. A further question is: Which of the key
provisions is responsible for the increased sensitivity of turnover to corpo-
rate performance? To address that question, we estimate a final regression
with the adopted-Cadbury set of firms in which we include annual observa-
tions on the fraction of outside directors (Prop Outsiders), an interaction
between the fraction of outsiders and our measures of corporate perfor-
mance (either Prop Outsiders X logIAROA or Prop Outsiders X logISAR), an
indicator variable to identify observations in which the positions of CEO and
COB are held by a single individual (equal to 1) or by two individuals (equal
to 0) and an interaction between this indicator variable and our measures of
corporate performance (either Dum for Single CEO/COB X logIAROA or
Dum for Single CEO/COB X logISAR). These variables are designed to cap-
ture the changes brought about by the Code of Best Practice. Because adop-
tion of the Code led to a general increase in board size, we also include the
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number of directors and an interaction between the number of directors and
our measure of performance. These regressions, which also include a per-
formance measure, Dum-for-Adopt, and the four control variables, are shown
as the fifth regression in each panel.

According to the regressions, when the board composition and CEO/COB
variables are included, the coefficients of the interaction of the Dum-for-
Adopt and our measures of performance are not significant (p-values range
from 0.60 to 0.96). Additionally, the coefficient of the fraction of outsiders on
the board is positive, albeit not significant, in each regression (p-values
range from 0.30 to 0.43). More interestingly, the coefficients of the inter-
action between the fraction of outsiders and our measures of performance
are always negative, with p-values that range from 0.07 to 0.08. In contrast,
in none of the regressions does the coefficient of the dummy for the CEO/
COB or the coefficient of the interaction of this variable with our measures
of performance begin to approach statistical significance (p-values range
from 0.69 to 0.93).

Apparently, the increased sensitivity of turnover to corporate performance
for the adopted-Cadbury set of firms (and the contemporaneous loss in sig-
nificance of the interaction of Dum-for-Adopt with performance) is attribut-
able to the increase in the fraction of outside directors. Splitting the
responsibilities of the CEO and COB between two individuals appears to
have had no effect on the rate of CEO turnover.

D. Spurious Correlation?

A question that may arise is whether the correlation between manage-
ment turnover and corporate performance interacted with Cadbury compli-
ance is spurious. More specifically, is it possible that both turnover and
Cadbury compliance are caused by poor performance, perhaps because poorly
performing firms adopt Cadbury to placate shareholders and, concurrently,
dismiss top managers—a change in management that would have occurred
even in the absence of Cadbury? Several analyses seem to indicate that this
is not the case.

First, by construction, for the adopted-Cadbury set of firms, all post-
adoption CEO turnover follows compliance with the Code. This occurs be-
cause we use year-end data to determine whether a firm is in compliance.
Only after the year-end in which the firm becomes compliant with the Code
do we consider turnover to be postadoption. Thus, all post-Cadbury CEO
turnover is postadoption. Related to this point, most postadoption turnover
does not follow closely after Cadbury compliance. For example, for the 58
instances of postadoption forced CEO turnover, 18 occur within 12 months
after the year-end of adoption, 23 occur in months 13 through 24, and 17
occur in months 25 through 36. Thus, forced CEO turnover is not clustered
in the months immediately following adoption. The same is true for al/l CEO
turnover. Second, corporate performance prior to adoption for those 288 firms
that became Cadbury-compliant is not poor. For example, over the three
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years prior to adoption, both the mean TAROA and the mean ISAR are pos-
itive: They are +0.057 and +0.039, respectively, but neither is statistically
significantly different from zero (p-values = 0.24 and 0.40). Thus, it is not
just poorly performing firms that adopt Cadbury. Third, even for the set of
57 firms that came into compliance and then experienced forced CEO turn-
over, the three-year preadoption mean IAROA and ISAR are positive (+0.027
and +0.014), but not significantly different from zero (p-values = 0.55 and
0.69).

In sum, adoption of Cadbury and CEO turnover are not simultaneous,
adoption of Cadbury is not concentrated among poorly performing firms, and
firms that adopt Cadbury and have CEO turnover are not performing poorly
prior to adoption. These analyses argue against spurious correlation.

E. How Much Additional Turnover?

To give some indication of the economic significance of the statistical re-
lationship we document, we use the last regression in Panel A and Panel B
of Table V to calculate the implied increase in the instances of total CEO
turnover and forced CEO turnover for the adopted-Cadbury set of firms dur-
ing years y — 4 through y — 1. The predicted instances of total CEO turnover
are 95 and the predicted instances of forced CEO turnover are 54. These
compare with actual total turnover of 80 and actual forced turnover of 30.
Thus, the regressions imply all CEO turnover would be 20 percent higher
and forced turnover would be 80 percent higher had these firms been in
compliance with the Code over the four years prior to adoption.?

F. Corporate Performance and Turnover in the Top Team

As noted at the outset, we focus our discussion on turnover in the CEO
position. However, we also gathered turnover data for the entire top team of
managers. For the top team of managers, excluding the CEO, we conduct
each of the same analyses as undertaken for the CEO. In general, the re-
sults for the top team (excluding the CEO) are similar to, albeit weaker
than, those for the CEO. For example, the regressions reported in Tables IV
and V for CEO turnover are also estimated for turnover in the top manage-
ment team (excluding the CEO). The signs of the coefficients for these re-
gressions (not shown) are identical to those of Tables IV and V; however, the
p-values of the variables are not significant at traditional levels. For exam-
ple, the sign of the Cadbury 1993 through 1996 dummy variable is positive
with p-values that range from 0.16 to 0.20. Similarly, the sign on the Dum-
for-Adopt variable is also positive in each regression, but has p-values that
range from 0.17 to 0.24. The coefficient for the interaction of Dum-for-Adopt
and our measures of performance in the same regression is always negative

3 As a benchmark, we calculated the implied instances of total CEO turnover during years
y + 1 through y + 4 to be 96 versus actual turnover of 98 and forced turnover to be 56 versus
actual forced turnover of 58.
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with p-values that range from 0.15 to 0.26.4 In short, the regressions for
turnover in the top management team (excluding the CEO) are consistent
with those of turnover in the CEO, but the levels of statistical significance
are weaker.

IV. Commentary and Conclusions

We initiated this study with a degree of skepticism. Given the potential
bite associated with the recommendations of the Cadbury Committee, we
are not surprised to observe a significant increase in board sizes, a signifi-
cant increase in the number and fraction of outside board members, and a
significant reduction in the number and fraction of firms with a single in-
dividual as CEO and COB. Further, because of prior studies on the relation-
ship between corporate performance and CEO turnover, we also are not
surprised to find a significant (negative) correlation between corporate per-
formance and top management turnover both before and after Cadbury
(Coughlan and Schmidt (1985), Warner, Watts, and Wruck (1988), Weisbach
(1988), Gilson (1989), Martin and McConnell (1991), Murphy and Zimmer-
man (1993), Kaplan (1994), Kang and Shivdasani (1995), Franks and Mayer
(1996), Huson, Parrino, and Starks (1998), Mikkelson and Partch (1997),
and Denis and Sarin (1999)). We were, however, skeptical as to whether the
observed changes in board composition would lead to changes in corporate
decision making or to a change in the relationship between corporate per-
formance and top management turnover.

Part of our skepticism may stem from the mixed results of prior studies on
board composition and management turnover. For example, for 367 publicly
traded U.S. companies, Weisbach (1988) determines that CEO turnover is
more highly negatively correlated with performance in firms with outsider-
dominated boards. Contrarily, for 270 publicly traded Japanese companies,
Kang and Shivdasani (1995) find that the sensitivity of CEO turnover to
performance is unrelated to the fraction of outside directors. Finally, Franks,
Mayer and Renneboog (2000) examine CEO turnover for a sample of poorly
performing U.K. firms for the period 1988 through 1993. They are unable to
draw definitive conclusions as to whether or not CEO turnover is more sen-
sitive to performance when the board comprises more outside directors.

The other part of our skepticism largely stems from our general expecta-
tion that, prior to Cadbury, market forces were likely to have propelled boards
toward efficient structures. Thus, we are surprised to observe a significant
increase in management turnover following Cadbury adoption, to find an
increase in the sensitivity of management turnover to corporate perfor-
mance following Cadbury adoption, and, especially, to find that the increase
in sensitivity of turnover to performance is due to an increase in outside
board members. These results are consistent with, and support, the argu-

4 The results of our analyses of the top team excluding the CEO are available from the
authors.
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ment that the Cadbury recommendations have improved the quality of board
oversight in the United Kingdom. However, a caveat is in order: Increased
management turnover and increased sensitivity of turnover to our measures
of performance do not necessarily mean an improvement in corporate per-
formance. As observed by Bhagat and Black (1999), prior research on board
composition and corporate performance generally appears to show that board
composition does affect the way in which boards accomplish discrete tasks,
such as hiring and firing top management, responding to hostile takeovers,
setting CEO compensation and so forth (Klein and Rosenfeld (1988), Kaplan
and Reishus (1990), Rosenstein and Wyatt (1990), Byrd and Hickman (1992),
Shivdasani (1993), Denis and Denis (1995), Kini, Kracaw, and Mian (1995),
Agrawal and Knoeber (1996), Cotter, Shivdasani, and Zenner (1997), Her-
malin and Weisbach (1998), and Bhagat and Black (2000)). However, such
studies generally show less (or no) connection between board composition
and corporate profitability. Our study analyzes the effect of the Cadbury
recommendations on a discrete board task. In a subsequent study, we intend
to investigate whether the Cadbury recommendations have influenced cor-
porate performance more generally.

REFERENCES

Agrawal, Anup, and Charles R. Knoeber, 1996, Firm performance and mechanisms to control
agency problems between managers and shareholders, Journal of Financial and Quanti-
tative Analysis 31, 377-397.

Bhagat, Sanjai, and Bernard S. Black, 1999, The uncertain relationship between board compo-
sition and firm performance, Business Lawyer 54, 921-964.

Bhagat, Sanjai, and Bernard S. Black, 2000, Board independence and long-term performance,
Working paper, University of Colorado and Columbia Law School.

Byrd, John W., and Kent A. Hickman, 1992, Do outside directors monitor managers? Evidence
from tender offer bids, Journal of Financial Economics 32, 195-221.

Cadbury committee draft orders mixed news for shareholders, 1992, Financial Times, June 2,
p. 16.

The Corporate Register, 1989 to 1996, 1998 (Hemmington Scott Publications, London).

Cotter, James F., Anil Shivdasani, and Marc Zenner, 1997, Do independent directors enhance
target shareholder wealth during tender offers? Journal of Financial Economics 43, 195-218.

Coughlan, Anne T., and Ronald M. Schmidt, 1985, Executive compensation, management turn-
over, and firm performance, Journal of Accounting and Economics 7, 43—66.

Denis, David J., and Diane K. Denis, 1995, Performance changes following top management
dismissals, Journal of Finance 50, 1029-1057.

Denis, David J., and Atulya Sarin, 1999, Ownership and board structures in publicly traded
corporations, Journal of Financial Economics 52, 187-224.

Franks, Julian, and Colin Mayer, 1996, Hostile takeovers and the correction of managerial
failure, Journal of Financial Economics 40, 163-181.

Franks, Julian, Colin Mayer, and Luc Renneboog, 2000, Who disciplines managers in poorly
performing companies? Working paper, London Business School.

Gilson, Stuart, 1989, Management turnover and financial distress, Journal of Financial Eco-
nomics 25, 241-262.

Green, Sir Owen, 1994, Pall Mall Lecture on U.K. Corporate Governance, February 24.

Hermalin, Benjamin E., and Michael S. Weisbach, 1998, Endogenously chosen boards of direc-
tors and their monitoring of the CEO, American Economic Review 88, 96-118.



Cadbury Committee and CEO Turnover 483

Huson, Mark R., Robert Parrino, and Laura T. Starks, 1998, Internal monitoring mechanisms
and CEO turnover: A long term perspective, Unpublished manuscript, University of Alberta.

Kang, Jun-Koo, and Anil Shivdasani, 1995, Firm performance, corporate governance, and top
executive turnover in Japan, Journal of Financial Economics 38, 29-58.

=+ Kaplan, Steven N., 1994, Top executives, turnover and firm performance in Germany, Journal

of Law, Economics and Organization 10, 142—-159.

Kaplan, Steven N., and David Reishus, 1990, Outside directorships and corporate performance,
Journal of Financial Economics 27, 389—410.

Kini, Omesh, William A. Kracaw, and Shehzad Mian, 1995, Corporate takeovers, firm perfor-
mance, and board composition, Journal of Corporate Finance 1, 383-412.

Klein, April, and James Rosenfeld, 1988, Targeted share repurchases and top management
changes, Journal of Financial Economics 20, 493-506.

=+ Martin, Kenneth J., and John J. McConnell, 1991, Corporate performance, corporate takeovers,

and top management turnover, Journal of Finance 46, 671-687.

Mikkelson, Wayne, and Megan Partch, 1997, The decline of takeovers and disciplinary man-
agement turnover, Journal of Financial Economics 44, 205-228.

Murphy, Kevin J., and Jerold L. Zimmerman, 1993, Financial performance surrounding CEO
turnover, Journal of Accounting and Economics 16, 273-315.

Report on the Financial Aspects of Corporate Governance (With the Code of Best Practice), 1992
(Gee and Co. Ltd., London).

Rosenstein, Stuart, and Jeffrey G. Wyatt, 1990, Outside directors, board independence, and
shareholder wealth, Journal of Financial Economics 26, 175-191.

Self-regulation seen as the way forward, 1992, The Financial Times, May 28, p. 17.

Shivdasani, Anil, 1993, Board composition, ownership structure, and hostile takeovers, Journal
of Accounting and Economics 16, 167-198.

Stock Exchange Yearbook, 1989-1996 (London Stock Exchange, London).

Warner, Jerold B., Ross L. Watts, and Karen H. Wruck, 1988, Stock prices and top management
changes, Journal of Financial Economics 20, 461-492.

Weisbach, Michael S., 1988, Outside directors and CEO turnover, Journal of Financial Eco-
nomics 20, 431-460.



	Article Contents
	p. 461
	p. 462
	p. 463
	p. 464
	p. 465
	p. 466
	p. 467
	p. 468
	p. 469
	p. 470
	p. 471
	p. 472
	p. 473
	p. 474
	p. 475
	p. 476
	p. 477
	p. 478
	p. 479
	p. 480
	p. 481
	p. 482
	p. 483

	Issue Table of Contents
	The Journal of Finance, Vol. 57, No. 1 (Feb., 2002), pp. 1-550
	Front Matter
	Market Timing and Capital Structure [pp.  1 - 32]
	Banks as Liquidity Providers: An Explanation for the Coexistence of Lending and Deposit-Taking [pp.  33 - 73]
	The World Price of Insider Trading [pp.  75 - 108]
	Mutual Fund Advisory Contracts: An Empirical Investigation [pp.  109 - 133]
	Economic Distress, Financial Distress, and Dynamic Liquidation [pp.  135 - 168]
	Venture Capital and the Professionalization of Start-up Firms: Empirical Evidence [pp.  169 - 197]
	Pass-through and Exposure [pp.  199 - 231]
	What Drives Firm-Level Stock Returns? [pp.  233 - 264]
	Government Ownership of Banks [pp.  265 - 301]
	Portfolio Choice in the Presence of Personal Illiquid Projects [pp.  303 - 328]
	The Effects of Banking Mergers on Loan Contracts [pp.  329 - 367]
	Nonlinear Pricing Kernels, Kurtosis Preference, and Evidence from the Cross Section of Equity Returns [pp.  369 - 403]
	Term Premia and Interest Rate Forecasts in Affine Models [pp.  405 - 443]
	Shorter Papers
	Ex Ante Costs of Violating Absolute Priority in Bankruptcy [pp.  445 - 460]
	The Cadbury Committee, Corporate Performance, and Top Management Turnover [pp.  461 - 483]
	Research Dissemination and Impact: Evidence from Web Site Downloads [pp.  485 - 499]
	Bank Performance around the Introduction of a Section 20 Subsidiary [pp.  501 - 521]
	Continuous Trading or Call Auctions: Revealed Preferences of Investors at the Tel Aviv Stock Exchange [pp.  523 - 542]

	Back Matter [pp.  543 - 550]



