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Abstract

We examine the role of corporate governance mechanisms during top executive
turnover in Japanese corporations. Consistent with evidence from U.S. data, the likeli-
hood of nonroutine turnover is significantly related to industry-adjusted return on assets,
excess stock returns, and negative operating income, but is not related to industry
performance. The sensitivity of nonroutine turnover to earnings performance is higher
for firms with ties to a main bank than for firms without such ties. Outside succession in
Japan is more likely for firms with large shareholders and a main bank relationship. We
document performance improvements subsequent to nonroutine turnover and outside
succession.
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1. Introduction

The Japanese corporate governance system offers an interesting contrast to
that in the United States. In the United States, several internal and external
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governance mechanisms provide incentives for corporate managers to maximize
shareholder wealth. These include equity ownership by top executives, monitor-
ing by institutional and large shareholders, outside directors on the board, and
the threat of external takeovers.! In contrast, in Japan, equity ownership by
management is considerably less, large shareholders are sometimes viewed as
passive, the frequency of outside directors is lower, and takeovers are extremely
rare. These differences raise the question of whether there exist other systems in
Japan that serve as mechanisms for internal and external governance. For
example, some authors, such as Aoki (1990) and Sheard (1989), argue that the
main bank system in Japan plays an important role in corporate governance
and disciplines corporate managers in the event of poor performance.

In this paper, we examine the importance of alternative corporate governance
mechanisms in Japan. Our objective is to provide some systematic evidence on
the extent to which different governance forces discipline poorly performing
managers. Top executive succession events provide a natural setting to examine
the functioning of governance mechanisms because the decision to remove
a poorly performing CEO is both extreme and highly visible. While the fun-
ctioning of governance mechanisms during the process of top executive suc-
cession in U.S. corporations has received considerable attention, there is little
direct evidence for Japanese corporations. Using data on 270 Japanese firms in
Moody’s International Reports from 1985 to 1990, we examine the effect of main
banks, blockholders, keiretsu groups, and outside directors on the relation
between top executive turnover and firm performance.

Our analysis focuses on nonroutine turnover and outside succession because
they are likely to constitute disciplinary events. Consistent with evidence from
U.S. data,” we find a negative relation between nonroutine top executive
turnover likelihood and firm performance. In addition, firms with ties to a main
bank are more likely to remove top executives for poor earnings performance
than are firms without a main bank. We also find some evidence of a marginally
stronger relation between stock-price performance and nonroutine turnover for
firms with high levels of block ownership. However, keiretsu membership or the
presence of outside directors on the board has no effect on the sensitivity of
turnover to either earnings or stock-price performance. Main banks and large
shareholders also play an important role in the likelihood that a new top
executive will be appointed from outside the firm. Conditional on turnover, we
find that a successor is more likely to be appointed from outside the firm when

!See Jensen and Warner (1988) and Black (1992) for a review of this literature.

2See for example, Coughlan and Schmidt (1985), Warner, Watts, and Wruck (1988), Weisbach
(1988), Jensen and Murphy (1990), Gibbons and Murphy (1990), Gilson (1990), Murphy and
Zimmerman (1993), and Blackwell, Brickley, and Weisbach (1994). Kaplan (1994) documents that
management turnover in German corporations also increases with poor firm performance.
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ownership by the top ten shareholders is high or there exists a main
bank relation. It is less likely for firms with keiretsu membership. Taken
together, these results suggest that mechanisms such as the main bank system
and concentrated equity ownership perform an important governance role in
Japan.

Finally, we examine changes in firm performance around top executive
turnover. We document statistically significant improvements in firm perfor-
mance after nonroutine turnover and outside succession. These results further
indicate the characterization of such turnover in Japanese corporations as
disciplinary events that result in improved operating performance. In contrast,
routine turnover events do not result in significant post-turnover performance
improvements.

Our paper is related to two recent studies on top executive turnover in Japan.
Kaplan (1994) examines the relation between firm performance and manage-
ment turnover for 119 Japanese corporations listed in the Fortune International
500 during 1980-88. He predicts turnover of presidents, representative directors,
and all directors on the board, using stock returns, sales growth, income levels
and changes, and earnings losses as performance measures. Controlling for the
age and tenure of the president, he finds that turnover likelihood is significantly
and negatively related to stock returns, income levels, and earnings. Kaplan
(1994) also documents a positive relation between changes in director compen-
sation and firm performance. His results indicate that the relation between
turnover and performance and between compensation and performance in
Japanese firms does not differ from those in large U.S. firms. In related work,
Anderson, Jayaraman, and Mandelker (1992) estimate the likelihood of turn-
over of the president, CEQO, and chairman using stock returns, return on assets,
and liquidity. Their sample consists of 207 Japanese firms covered in Moody’s
International Reports during 1984-89. Unlike Kaplan (1994), they do not
control for age or tenure, nor do they distinguish between planned retirements
and forced departures. They document that turnover likelihood is negatively
related to return on assets and liquidity. However, in contrast to Kaplan (1994),
they find no relation between turnover likelihood and stock returns.

In this paper, we extend this literature by providing direct evidence of the
importance of alternative governance mechanisms during disciplinary turnover.
While we present results on the relation between top executive turnover and
firm performance in Japan, it is our focus on the effects of the various gover-
nance mechanisms on the likelihood of noaroutine turnover and outside suc-
cession, and the effect of such turnover on subsequent firm performance, that
distinguishes our work from other studies.

The paper is organized as follows: Section 2 presents a brief discussion of
some important characteristics of Japanese corporations. Section 3 describes the
data, the performance variables, and presents descriptive evidence. The results
on turnover likelihood are reported in Section 4. Section 5 examines the
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likelthood of outside succession. In Section 6, we examine the post-turnover
performance of the sample. Concluding remarks are presented in Section 7.

2. Characteristics of Japanese corporations

Several characteristics distinguish the typical Japanese firm from publicly
traded firms in the U.S. In this section, we provide a brief description of some of
the characteristics that underlie our subsequent analysis.

2.1. Keiretsu

A key feature of the Japanese corporate structure is that many firms belong to
an industrial group (keiretsu). According to Dodwell Marketing Consultants
(1984), there are seventeen major industrial groups in Japan. Of these, eight
groups are concentrated around a major commercial bank (Mitsubishi, Mitsui,
Sumitomo, Fuyo, DKB, Sanwa, Tokai, and IBJ). The bank serves as the central
organ in the group and plays the leading role in the financial activities within
the group (Nakatani, 1984; Hodder and Tschoegl, 1985; Kester, 1986). Firms
belonging to a keiretsu are bound together by a nexus of explicit and implicit
contracts, and maintain substantial business ties with other firms in the group.
Keiretsu firms are characterised by an extensive arrangement of reciprocal
shareholding agreements. In 1987, keiretsu firms accounted for 6% of total
employment in Japan, 16.8% of annual corporate sales, and 12.7% of corporate
profits (Dodwell Marketing Consultants, 1989).

2.2. Main bank

Although Japanese leverage ratios during the latter part of the 1980s appear
similar to those in the United States (Kester, 1986; French and Poterba, 1991;
Kang, 1993), Japanese corporations have traditionally placed greater reliance
on bank financing, Many Japanese corporations have a commercial bank, called
the main bank, among their major stockholders. The main bank provides both
short- and long-term financing, and plays the role of a manager of a loan
consortium in obtaining financing for its client firms. Aoki (1990) suggests that
although firms normally operate autonomously, the main bank is responsible
for monitoring firm performance and often intervenes when profitability is poor.
Sheard (1989) argues that the main bank specializes in the collection and
evaluation of information about managerial performance, and provides a mech-
anism that substitutes for the takeover market that does not exist in Japan. The
main bank can also perform the role of an insurer, because implicit long-term
contracts with the firm can create incentives to provide necessary assistance
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when its client firms are in financial trouble. In these respects, Jensen (1989)
argues that the main bank system in Japan is similar to the structure of LBO
partnerships in the U.S.

2.3. Ownership structure

Japanese financial institutions hold a large fraction of voting rights in many
firms. Whereas the Glass—Steagall Act of 1933 prevents U.S. commercial banks
from owning voting stocks, Japanese banks can invest in up to 5% of the equity
in a single firm. In 1987, Japanese banks and insurance companies owned 42.2%
of the shares listed on the Tokyo Stock Exchange (TSE). According to Shleifer
and Vishny (1986) and Jensen (1989), such concentrated ownership can provide
incentives for Japanese financial institutions to monitor managerial perfor-
mance. Prowse (1990) shows that Japanese financial institutions’ large equity
and debt positions influence firms’ investment decisions and reduce agency
costs.

2.4. Board of directors

Outside directors are generally believed to perform an important corporate
governance function in the U.S. Weisbach (1988) finds that when the board is
comprised of a majority of outside directors, the likelihood of CEO turnover in
the U.S. is inversely related to firm performance. Unlike most U.S. corporations,
the board of directors in Japanese firms is dominated by inside directors. Ballon
and Tomita (1988) present evidence that 43.5% of manufacturing firms on the
TSE have no outside directors on the board. Kaplan (1994) also finds that only
41.2% of his sample firms have an outside director. The majority of directors of
Japanese companies are long-term employees, and have been on the board for
a substantial length of time. Although the observed frequency of outside direc-
tors in Japan is noticeably lower, they are far from completely absent. Morck
and Nakamura (1994) and Kaplan and Minton (1994) find that poor firm
performance is associated with outside director appointments, and suggest that
an important governance function is performed by these outside directors.

2.5. Corporate acquisitions
There is substantial documentation that corporate takeovers have played an

important role in disciplining poorly performing managers in the United
States.®> Tender offers and other hostile acquisitions have been much less

3See for example, Morck, Shleifer, and Vishny (1988, 1989), Mitchell and Lehn (1990), and Martin
and McConnell (1991).
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frequent in Japan. Although a number of ‘corner groups’ have initiated contests
for corporate control in Japan, the majority have ended in greenmail, and
successful unfriendly takeovers are extremely rare. Kaplan (1994) reports that
only 2.5% of large Japanese firms merged or were acquired between 1980 and
1989. Lichtenburg and Pushner (1992) show that between 1980 and 1990, the
merger rate in Japan was only 0.3% compared to 7.8% in the U.S. This suggests
that corporate acquisitions have played a less important governance role in
Japan.

3. Data
3.1. Sample description

Our sample consists of all 270 nonfinancial firms covered in the 1984 volume
of Moody’s International Reports. We initially used data from annual Moody’s
volumes to track the identity of presidents from 1985 to 1990. The resemblance
of our sample to that employed by Anderson, Jayaraman, and Mandelker (1992)
is coincidental. However as we discuss below, unlike Anderson et al., who use
annual issues of Moody’s reports to identify turnover, our procedure for identi-
fying turnover and our final sample differs from theirs. We focus on turnover of
the president because he is the top executive, and typically exercises substantial
control during executive succession (Okumura, 1992). However, three problems
with Moody’s data can potentially introduce measurement error and bias into
the analysis. First, Moody’s provides incomplete coverage for several firms in
the sample. In 30 cases, coverage of firms was discontinued after less than three
consecutive years of reporting. To the extent that large firms are more likely to
be continuously covered by Moody’s, restricting the analysis to this data
introduces a potential selection bias, since firms that perform poorly are less
likely to be covered in Moody’s. Second, data on executive identities in Moody’s
is reported as of approximately the third week of August each year. This makes
it impossible to correctly determine the fiscal year in which a given executive
turnover occurs. Proper identification of the transition fiscal year is important,
since all accounting data on Japanese firms is reported on a fiscal-year basis.
Third, using independent confirmation from at least two other sources in each
instance, we discovered cases where Moody’s is late in reporting an executive
change, sometimes by as much as two years. To avoid these problems, we
consult newspaper reports, annual volumes of Yakuin Shikiho, J.B. Diamond’s
Directory, and the Japan Company Databank to verify all turnover events. In
all cases, we are able to identify the month of turnover, allowing us to determine
the transition fiscal year. Turnover events that we could identify as due to an
executive’s death are excluded.
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3.2. Measures of firm performance

We use three alternative measures of firm performance. First, we use the
industry-adjusted return on assets as an accounting-based measure of perfor-
mance. This variable reflects the short-term profitability of the firm’s operations
and is not sensitive to tax effects and changes in capital structure. Second, as
a market-based measure of performance, we compute the industry-adjusted
excess stock return using the Tokyo Stock Exchange Price Index (TOPIX)
value-weighted industry indices. This serves as a performance measure that is
unaffected by changes in accounting procedures, and captures the long-term
impacts of corporate actions not reflected in short-term accounting measures.
Finally, we use a binary variable that equals one if pre-tax operating income is
negative. This variable is intended to proxy for extremely poor operating
performance.

These performance measures are computed over three fiscal-year intervals.
Since Japanese presidents are typically awarded two- or three-year contracts,
and dismissal in the middle of the contract may be less likely than nonrenewal,
we consider performance over the prior years. Data for the performance
measures is obtained from the Pacific-Basin Capital Markets Research Center
(PACAP) database.

In the empirical analysis, we examine both industry performance and the
deviation of the firm’s performance from industry performance. Our interest in
this distinction arises from Morck, Shleifer, and Vishny’s (1989) evidence that
internally generated turnover in the U.S. is more likely to occur when firms
underperform their industry, but are otherwise in healthy industries. Hostile
takeovers, on the other hand, are concentrated in industries that are poorly
performing. Morck et al. suggest that when the entire industry is performing
poorly, boards are reluctant to fire the CEO because it is difficult to ascertain
whether poor managerial performance or poor industry conditions are to blame.
They argue that in these circumstances, hostile takeovers have been responsible
for disciplining poorly performing CEOs. Given the infrequency of takeovers in
Japan, we are interested in whether poorly performing executives are disciplined
when the industry is also performing poorly. Therefore, in the return-on-assets
model, we include the median return on assets for the industry as an additional
variable. In the excess-returns model, we control for industry performance by
including the return on the TOPIX industry index. In the negative-income
model, we control for industry performance by including the median change in
pre-tax earnings standardized by assets for the industry.

As we discuss below, our sample firms are significantly larger than the median
firm on the PACAP database. To ensure that the accounting-based industry
performance variables reflect performance of firms of comparable size, we
compute industry earnings performance as the median performance of all
PACAP firms in the same industry whose equity market value exceeds that of
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the median firm on the PACAP database.* We require that at least three
observations be available in any given year to compute the industry perfor-
mance for that year. In computing industry performance, we use the industry
classification codes provided by PACAP.

3.3. Governance characteristics and hypothesized effects on turnover likelihood

In multivariate regressions estimating turnover likelihood, we include dummy
variables that capture aspects of the relation with banks, the composition of the
board, and ownership structure of the firm. The construction of these variables
is described below.

3.3.1. Keiretsu variable

We use a dummy variable that equals one if a firm belongs to a keiretsu. We
consider firms to have keiretsu membership if they belong to any of the eight
bank-centered groups (Mitsubishi, Mitsui, Sumitomo, Fuyo, DKB, Sanwa,
Tokai, IBJ). We also experiment with alternative definitions of keiretsu member-
ship, such as the six major groups (Mitsubishi, Mitsui, Sumitomo, Fuyo, DKB,
Sanwa) and all seventeen industrial groups, and obtain qualitatively identical
results. Data on keiretsu membership is obtained from the 1984 edition of
Industrial Groupings in Japan.

3.3.2. Bank monitoring variable

We define a dummy variable that equals one if a firm has ties to a main bank.
Following Kang (1993), we consider that a firm has ties with a main bank if the
firm’s largest lender is also the firm’s largest shareholder. We obtain data on
lendings and equity ownership from annual issues of Kigyo Keiretsu Soran.

3.3.3. Ownership structure variables

We define four dummy variables that relate to the percentage of equity held
by the firm’s top ten shareholders: BLOCK1 equals one if the top ten share-
holders own less than 30%; BLOCK2 equals one if ownership by the ten largest
shareholders is between 30% and 35%; BLOCK3 equals one if ownership is
between 35% and 43%; and BLOCK4 equals one if ownership is greater than
43%. The choice of 30%, 35%, and 43% reflects the fact that these are the 25th,

4The PACAP database contains data on several smaller firms, because it includes firms listed on the
Second Section of the TSE. All of our sample firms, however, are listed on the First Section of the
TSE. The TOPIX industry indices are computed by the TSE using the firms listed on the First
Section of the TSE, and thus reflect performance of the larger firms on the PACAP database. We
also experimented with industry accounting performance calculated using all firms listed on the
First Section of the TSE. We obtain results similar to those reported in the paper using this
approach.
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50th, and 75th percentiles of the distribution of block ownership. In computing
the ownership percentages, we exclude managerial ownership if it is listed
among the firm’s ten largest shareholders. We obtain data on ownership struc-
ture from Kigyo Keiretsu Soran and the Daiwa Analyst Guide.

3.3.4. Board composition variable

We examine the importance of outside directors in Japan by including
a dummy variable that equals one if an outside director is present on the board.
Outside directors are defined as directors who are neither full-time employees
nor statutory auditors of the firm. Alternative definitions of the board composi-
tion variable, such as a dummy variable that equals one if there are two or three
outside directors on the board, yield results similar to those reported in the
paper. We obtain data on outside directors from Yakuin Shikiho, which surveys
board composition by mailing questionnaires to all TSE firms.

If keiretsu groups, main banks, large shareholders, or outside directors play
an important governance role in Japanese corporations, we expect these gover-
nance forces to increase the likelihood of president turnover in the event of poor
firm performance. To test for such effects, we include interaction variables
between the keiretsu, main bank, BLOCK2, BLOCK3, and BLOCK4, and
outside director dummy variables and firm performance. We hypothesize
a negative coefficient on these interaction variables in the return-on-assets and
excess-return models. In the negative-income model, a positive coefficient is
hypothesized on these interaction terms.

We use data on the governance variables as of the beginning of the sample
period. Our objective is to avoid any potential endogeneity problems that can
arise from using data at the beginning of each firm-year. For example, Kaplan
and Minton (1994) and Morck and Nakamura (1994) document that there is an
increased frequency of outside director appointments to the board when firms
perform poorly. If both top executive turnover and outside director appoint-
ments follow poor performance, failing to account for this endogeneity can
result in a spurious relation between top executive turnover and the presence of
outside directors on the board.

3.4. Descriptive statistics

Table 1 presents descriptive statistics for our sample firms as of the beginning
of the sample period. For ease of interpretation, values in Japanese yen are
converted to U.S. dollars, using the monthly exchange rate at the end of the
fiscal year. The mean (median) book value of assets is $2,324 ($985) million and
the market value of equity is $1,231 ($681) million. For comparison, the mean
(median) book value of assets is $640 ($160) million, and the market value of
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Table 1
Descriptive statistics on financial and governance characteristics

The sample consists of 270 nonfinancial Japanese firms in Moody’s International Manual as of fiscal
year-end 1984. Amounts in Japanese yen are converted to U.S. dollars, using the monthly exchange
rate at the end of the fiscal year.

Characteristic Mean First quartile Median Third quartile
Book value of assets ($ million) 2,324 451 985 2,234
Sales ($ million) 3,218 458 1005 2,335
Market value of equity ($ million) 1,231 320 681 1,408
Fraction of firms belonging to a keiretsu 0.49 — — —
Fraction of firms with a main bank relation  0.18 — — —
Equity ownership by top ten shareholders 0.374 0.303 0.349 0.430
Management equity ownership 0.022 0.001 0.003 0.015
Number of directors 24.94 18.00 24.00 29.00
Number of outside directors 0.72 0.00 0.00 1.00
Fraction of firms with an outside director 0.38 — — —
Age of president 61.84 58.00 63.00 66.00
Tenure of president 743 3.00 4.00 8.00

equity is $377 ($107) million for all firms on the PACAP database during the
same year. The relatively large size of our sample firms is to be expected, since
Moody’s covers the largest Japanese firms.

Table 1 also presents descriptive statistics on ownership and board composi-
tion variables. In our sample, 49% of the firms belong to a keiretsu and 18% of
the firms have ties to a main bank. Although not reported in the table, 21.8% of
the keiretsu firms have ties to a main bank, while only 13.6% of the non-keiretsu
firms have main bank ties. Ownership by the top ten shareholders averages
37.4%. Interestingly, the mean management ownership in our sample is a non-
trivial 2.2%. However, the distribution of management ownership is highly
skewed, with management ownership exceeding 1.5% for only 25% of the
sample. The board usually consists of 25 directors, with an average of 0.72
outside directors. Thirty-eight percent of our sample firms have an outside
director on the board, and the maximum number of outside directors in the
sample is eight. The typical Japanese president in our sample is 62 years old and
has been president for an average of 7.43 years.

Table 2 documents the extent of president turnover in our sample of Japanese
corporations. There are a total of 174 turnover events in the 1,350 firm-years,
implying an annual unconditional turnover likelihood of 12.88%. Turnover
appears to be evenly concentrated throughout the sample period. Thirteen firms
experience multiple turnover events.

Some insight into the nature of turnover can be obtained by examining the
president’s subsequent employment with the company. One hundred eleven
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Table 2
Frequency of president turnover, classified by year and type of turnover

The sample consists of 270 nonfinancial Japanese firms in Moody’s International Manual, 1984.
Turnover occurs between fiscal years 1985 and 1990. Turnover frequencies are determined from
Yakuin Shikiho, Japan Company Databank, and J.B. Diamond’s Directory. New appointments are
considered as outside if the incoming president joined the firm in the last three years.

Type of turnover 1985 1986 1987 1988 1989 Total

President loses position but stays on board as 30 16 21 19 25 111
chairman

President loses position but stays on the board 4 6 S 2 4 21
in capacity other than chairman

President loses position and does not remain 7 11 1 6 7 42
on the board

All turnover events 41 33 37 27 36 174

Number of outside appointments 7 1 2 3 5 18

presidents, representing 63.8% of the turnover events, stay on with the corpora-
tion as the chairman of the board. In 21 instances, the former president remains
on the board in a capacity other than the chairman; often as either a vice-
chairman of the board or in an advisory position. In the remaining 42 instances,
the president is no longer on the board of directors. In an attempt to distinguish
between normal succession and disciplinary removal, we refer to turnover events
where the president does not remain on the board of directors as nonroutine
turnover, and all others as routine turnover. The unconditional annual likeli-
hood of such nonroutine turnover is 3.1%. Only three firms experience multiple
(two) nonroutine turnover events during the sample period. As with all such
classifications, the distinction between routine and nonroutine turnover is likely
to be imperfect. For example, some nonroutine turnover events could be
planned retirements unrelated to performance. Nonetheless, we expect some
distinction between planned retirements and disciplinary removal to permit
more powerful tests of the effects of governance structures on turnover likeli-
hood. We adopt our classification of routine and nonroutine turnover to be
consistent with studies of CEO turnover in the U.S. (c.g., Warner, Watts, and
Wruck, 1988). We also experiment with an alternative definition of nonroutine
turnover defining it to include all cases where the president does not become
chairman of the board. Similar results are obtained with this approach, although
the coefficients are not estimated as precisely.

For 84 events, we are able to find newspaper coverage of the turnover.’
However, consistent with studies of U.S. turnover, the articles typically do not

SNewspaper articles were obtained from the Japan Economic Times, the Asian W all Street Journal,
the Wall Street Journal, and the Nihon Keizai Shinbun.
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state the reason for it. In 55 articles, no reason for the change is mentioned. In 16
cases, old age is stated as the reason for the change.® Four articles indicate poor
health, and two articles cite a long tenure of the current president. Poor
performance is explicitly mentioned in only five cases, and two additional
articles suggest corporate restructuring as the motivation. The newspaper
stories indicate that one of our sample firms (Hitachi Zosen) is in financial
distress, and explicit bank involvement is mentioned in this case. Bank involve-
ment is also mentioned for three additional firms not in financial distress
(Mazda, Nippon Steel, and Kyocera Corp), and blockholder pressure for the
change is mentioned in another two cases (Mitsubishi Oil and Matsushita
Communication).

The case of Hitachi Zosen illustrates the importance that the main bank can
assume. Faced with declining profitability in the shipbuilding industry, Hitachi
Zosen experienced poor performance during the early and middle 1980s. In
1987, Sanwa Bank initiated the removal of Hitachi Zosen’s president from the
board of directors, replacing him with the bank’s vice-chairman of the board. In
addition, Sanwa Bank orchestrated a restructuring plan that included a substan-
tial infusion of new capital, asset sales, large-scale employee layoffs, and a
reduced dependence on shipbuilding operations. This firm enters both our
nonroutine turnover and outside succession samples (Japan Economic Times,
June 13, 1986, p. 12, Asian Wall Street Journal, February 29, 1988, p. 6, Wall
Street Journal Europe, July 7, 1989, p. 22, Nihon Keizai Shinbun, December 20,
1986, p. 1, and December 28, 1986, p. 4).

In the case of Matsushita Communication, turnover was linked to the death
of the president of Matsushita Electric Industrial Co., the firm’s largest stock-
holder. The death of Mr. Knosuke Matsushita, the longstanding president of
Matsushita Electric, in 1989, precipitated a decline in the influence of the
Matsushita family over firms in the Matsushita group. Mr. Akio Tanii was
appointed president of Matsushita Electric and immediately assumed an instru-
mental role in revamping management in firms where Matsushita Electric was
a major stockholder. Among the most prominent of these changes was the
appointment of Mr. Matsuda to the presidency of Matsushita Communication,
where former management was blamed for poor performance. Matsushita

$To investigate the possibility that firms mention old age in an attempt to disguise the true reasons
for turnover, we compare the age of the outgoing president with the stated reason. The average age
of presidents leaving for old age reasons is 67.75 years, ranging from a minimum of 59 to a maximum
of 77 years, while that for stated reasons other than old age in 65.28. This difference is significant at
the 10% level. Nonetheless, there is some evidence that firms do not reveal the true reasons
underlying the change in management. One of the newspaper articles suggests: ‘Although Mazda
gave Yamamoto’s severe back problems as the official reason for his departure and Furuta’s
installation in the top post, many observers speculated that Mazda’s slumping business prompted
the top management shift, which came immediately before the release of the company’s earnings
results’ (Japan Economic Times, January 23, 1988, p. 5).
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Communication also enters both our nonroutine turnover and outside suc-
cession samples (Japan Economic Times, June 24, 1989, p. 9).

4. Estimates of the likelihood of top executive turnover
4.1. The relation between performance and turnover

Table 3 presents the logit regression results for the likelihood of top executive
turnover, using one measure of firm performance in each regression. The
regressions control for the age and tenure of the president, and also include
a multiple turnover dummy that equals one if, in any given firm-year, turnover
of a president occurs in the prior three years. Since contracts for Japanese
presidents are for two or three years, turnover in the middle of the contract will
be less likely if removal typically takes the form of nonrenewal of the contract.
Thus, the previous turnover dummy is intended to control for cases where
turnover is less likely because the current president has been in office for less
than three years.

The first three columns of Table 3 report results for the likelihood of routine
turnover. President age is positive and statistically significant at the 1% level in
all specifications, while the coefficient on tenure is not significant. As expected,
turnover in the prior three years significantly reduces the likelihood that
turnover will occur in a given firm-year. In all models, neither industry-adjusted
performance nor industry performance is significant at the 10% level. These
results suggest that, consistent with our expectation, routine turnover is not
related to firm performance.

In contrast to the results for routine turnover, columns (4) to (6) display clear
evidence of a relation between nonroutine turnover and poor firm performance.
The coefficients on industry-adjusted return on assets, excess returns, and the
negative income dummy are statistically significant at the 5% level with the
expected signs. In contrast, none of the industry performance variables is
significant. As in the results for routine turnover, the effect of president age is
positive and highly significant in all specifications.

These results are consistent with Kaplan (1994), who documents a negative
relation between turnover likelihood and both earnings and stock-price perfor-
mance. Consistent with our results, Anderson, Jayaraman, and Mandelker
(1992) also document a negative relation between turnover likelihood and
return on assets. However, in contrast to Anderson et al. who find no relation
between stock returns and turnover, we do find strong evidence of such a rela-
tion. We investigate two possible explanations for this difference in results: First,
they estimate the turnover—performance relations for all events without distin-
guishing between routine and nonroutine turnover, which could reduce the
power of their tests. However, when we re-estimate our results using all turnover
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Table 3
Logit regression estimates of the probability of president turnover

The sample consists of 270 nonfinancial Japanese firms in Moody’s International Manual, 1984.
Turnover occurs between fiscal years 1985 and 1990. Turnover is termed to be routine if the
president remains on the board of directors. Turnover is termed to be nonroutine if the president
does not remain on the board of directors. Firm performance is measured using return on assets in
columns (1) and (4), excess return in columns (2) and (5), and a negative income dummy in columns
(3) and (6). Return on assets is the industry-adjusted ratio of pre-tax operating income to total assets.
Excess return is computed as the raw stock return less the return on the TOPIX industry index.
Negative income is a binary variable that equals one if pre-tax operating income is nonpositive. All
performance variables are computed over three fiscal years prior to turnover. Sample sizes vary due
to missing data. p-values for two-tailed tests are in parentheses.

Estimated model: Probability (routine turnover) Probability (nonroutine turnover
= f(president attributes, = f(president attributes,
firm performance, firm performance,
industry performance) industry performance)
Firm performance measured Firm performance measured
using: using:
(1) 2 3) (4) (%) (6)
Return Excess Negative  Return Excess Negative
Explanatory on stock income on stock income
variables assets return dummy assets return dummy
Intercept — 591 — 634 —6.18 —11.97 — 1141 —12.14
(0.0001) (0.0001)  (0.0001) (0.0001) (0.0001) (0.0001)
President age 0.07 0.07 0.07 0.14 0.14 0.14
0.0001) (0.0001)  (0.0001) (0.0001) (0.0001) (0.0001)
President tenure 0.01 0.01 0.01 —0.02 —0.03 —0.02
(0.2528) (0.3968)  (0.2796) (0.3698) (0.1864) (0.3643)
Previous turnover — 280 —2.63 —-2.79 —-0.77 —0.64 —-093
(0.0001) (0.0001)  (0.0001) (0.0781) (0.1187) 0.0377)
Firm performance —-033 —0.15 0.18 —4.11 — 096 1.29
(0.7296) (0.4787)  (0.6062) (0.0299) (0.0432) (0.0014)
Industry performance  — 1.39 0.02 1.06 —0.66 — 045 - 0.88
(0.4404) (0.8795)  (0.8659) (0.8316) (0.1354) (0.9267)
No. of observations 1,163 1,282 1,163 1,077 1,194 1,077
Pseudo R? 0.0827 0.0842 0.0821 0.0860 0.0899 0.0990

events, we still find the coefficient on three-year excess returns to be negative and
significant at the 5% level. Second, as mentioned in Section 3.1, use of uncorrec-
ted Moody’s data by Anderson et al. may introduce noise. When we estimate
regressions using uncorrected Moody’s data, we obtain results similar to those
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reported by Anderson et al.: the coefficients on stock returns in year 0 and year

— 1 relative to turnover are not significant. Although Anderson et al. do not
report three-year excess returns, we find that even with uncorrected Moody’s
data, such a specification yields a significant negative coefficient on firm perfor-
mance at the 5% level for nonroutine turnover.

To gauge the economic significance of our results, Table 4 presents the
estimated probabilities of turnover at the 10th and 90th percentile of perfor-
mance. These probabilities are computed varying only the performance variable,
holding all other variables constant at their respective medians. As expected, the
effect of firm performance on routine turnover likelihood is extremely small. For
example, varying return on assets from the 90th to 10th percentile changes the
likelihood of routine turnover by only 1% (0.159-0.149). In comparison, the

Table 4
Estimated probabilities (and sample frequencies) of president turnover for firms at the 10th and 90th
percentiles (top and bottom deciles) of firm performance

The sample consists of 270 nonfinancial Japanese firms in Moody’s International Manual, 1984.
Turnover occurs between fiscal years 1985 and 1990. The logit specifications in Table 3 are used to
compute the probabilities. Probabilities at the 10th and 90th percentiles of firm performance are
computed varying only the performance variable, holding all other variables constant at their
median values. Turnover is termed to be routine if the president remains on the board of directors.
Turnover is termed to be nonroutine if the president does not remain on the board of directors.
Return on assets is the industry-adjusted ratio of pre-tax operating income to total assets. Excess
return is computed as the raw stock return less the return on the TOPIX industry index. Negative
income is a binary variable that equals one if pre-tax operating income is nonpositive. All
performance variables are computed over three fiscal years prior to turnover.

Firm performance measured using:

Return Excess Negative
Estimated probability and on stock income
sample frequency of turnover assets return dummy®
Level of performance variable at 10th percentile —0.103 —0.375
Level of performance variable at 90th percentile 0.127 0.645 1
Routine turnover
Probability of turnover at 10th percentile 0.159 0.140 0.176
Probability of turnover at 90th percentile 0.149 0.122 0.151
Frequency of turnover in bottom decile 0.083 0.098 0.092
Frequency of turnover in top decile 0.099 0.083 0.102
Nonroutine turnover
Probability of turnover at 10th percentile 0.051 0.064 0.108
Probability of turnover at 90th percentile 0.021 0.025 0.032
Frequency of turnover in bottom decile 0.066 0.030 0.084
Frequency of turnover in top decile 0.025 0.015 0.026

*In the case of the negative income dummy, probabilities (frequencies) for the 10th and 90th
percentiles (bottom and top deciles) are computed using values of 0 and 1, respectively.
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effect of performance on nonroutine turnover probabilities is larger. Varying
return on assets from the 90th to 10th percentile increases nonroutine turnover
likelihood from 2.1% to 5.1%. This 3% increase in turnover probability is large
in comparison to the unconditional probability of 3.1%. Varying excess returns
from the 90th to 10th percentile increases nonroutine turnover probability by
3.9% (0.064—-0.025). Firms with negative income face a 7.6% (0.108-0.032)
higher likelihood of nonroutine turnover than firms with positive income.

Because firm performance is correlated with other explanatory variables, in
computing the above probabilities the assumption of holding all variables
constant at their medians is not always appropriate. Accordingly, Table 4 also
reports the actual frequency of turnover for sample firms in the top and bottom
deciles of each performance variable. Of the firms in the top decile of excess
returns, 1.5% experience nonroutine turnover; this rises to 3% for firms in the
bottom decile. In comparison, firms in the bottom decile of return on assets
experience a 4.1% greater frequency of nonroutine turnover than firms in the
top decile. While these changes are large relative to the unconditional frequency
of turnover, whether they are economically significant is an open question. The
turnover frequencies appear to be relatively low even for firms in the bottom
deciles of performance. For example, only 8.4% of the firms with negative
earnings in the prior three years experience nonroutine turnover.

4.2. Cross-sectional variation in the turnover—performance relation

Table 5 reports the results from logit regressions where the dependent vari-
able is one if nonroutine turnover occurs in a given firm-year. President age is
significantly positive in all models. The interaction between firm performance
and the keiretsu dummy is not significant in any specification. However, the
interaction between firm performance and the main bank dummy is significantly
negative in the return-on-assets model, and significantly positive in the nega-
tive-income model. This indicates that the relation between turnover and perfor-
mance is significantly stronger for firms with ties to a main bank than for firms
without main bank ties. Further, main banks appear to pay more attention to
earnings performance; we find no evidence that main banks are more likely to
replace Japanese presidents on the basis of excess stock returns. The interactions
between the binary variables representing quartiles of block ownership and firm
performance display no significance in any specification.

The interaction between firm performance and the outside director dummy
variable is also never significant. There are two possibilities for this result. First,
since outside directors never constitute a majority of the board in our sample, it
is possible that their ability to remove poorly performing presidents is limited.
Alternatively, our tests could lack power because we are unable to distinguish
between directors who may have substantial business or family ties to manage-
ment and those who are independent. Nonetheless, this result provides an
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Table 5
Logit regression estimates of the probability of nonroutine president turnover

The sample consists of 270 nonfinancial Japanese firms in Moody’s International Manual, 1984.
Turnover occurs between fiscal years 1985 and 1990. Turnover is termed to be nonroutine if the
president does not remain on the board of directors. Firm performance is measured using return on
assets in column (1), excess return in column (2), and a negative income dummy in column (3). Return
on assets is the industry-adjusted ratio of pre-tax operating income to total assets. Excess return is
computed as the raw stock return less the return on the TOPIX industry index. Negative income is
a binary variable that equals one if pre-tax operating income is nonpositive. All performance
variables are computed over the three fiscal years prior to turnover. Main bank equals one if the
largest lender is also the largest stockholder. Outside director equals one if the firm has at least one
outside director on the board. BLOCK2 equals one if ownership by the firm’s ten largest share-
holders exceeds 30% but is less than 35%. BLOCK3 equals one if ownership by the firm’s ten largest
shareholders exceeds 35% but is less than 43%. BLOCK4 equals one if ownership by the firm’s ten
largest shareholders exceeds 43%. Sample size vary due to missing data. p-values for two-tailed tests
are in parentheses.

Estimated model: Probability (nonroutine turnover) = f(president attributes, firm performance,
industry performance, governance and firm performance interactions,
governance variables)

Firm performance measured using:

) 03] 3)
Return Excess Negative
on stock income
Explanatory variables assets return dummy
Intercept — 14.63 —13.20 — 14.74
(0.0001) (0.0001) (0.0001)
President age 0.17 0.15 0.17
(0.0001) {0.0001) (0.0001)
President tenure —~0.02 —0.02 —0.02
(0.5536) {0.3439) (0.3996)
Previous turnover -~ 1.14 —0.95 —1.24
(0.0207) (0.0301) (0.0127)
Firm performance —~4.54 —0.05 — 247
(0.3865) (0.9598) (0.2325)
Industry performance — 1.38 —0.31 —0.20
(0.6991) (0.2994) (0.9848)
Keiretsu x firm performance 2.05 —-0.19 1.20
(0.5912) (0.8477) (0.2120)
Main bank x firm performance — 1555 0.37 3.70
(0.0426) (0.7715) (0.0114)
Outside director x firm performance — 252 0.62 1.34
(0.5331) (0.4985) (0.1733)
BLOCK2 x firm performance ~8.20 — 111 2.81

(0.2307) (0.4282) (0.1249)
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Table 5 (continued)

Estimated model: Probability (nonroutine turnover) = f(president attributes, firm performance,
industry performance, governance and firm performance interactions,
governance variables)

Firm performance measured using:

(1) 2) ©)

Return Excess Negative
on stock income
Explanatory variables assets return dummy
BLOCK3 x firm performance 6.92 —0.51 —1.30
(0.1903) (0.6947) (0.4215)
BLOCK4 x firm performance 395 — 147 2.20
(0.4986) (0.2130) (0.1843)
Keiretsu —-0.92 —0.59 —0.97
(0.0180) (0.0817) (0.0220)
Main bank —1.69 —032 —1.21
(0.0607) (0.5025) 0.1175)
Outside director 0.06 0.08 0.10
(0.8841) (0.8269) (0.8291)
Ownership by 10 largest shareholders 0.04 0.03 0.03
(0.0038) (0.0360) (0.0355)
No. of observations 1,068 1,185 1,068
Pseudo R? 0.1824 0.1249 0.1846

interesting contrast to Kaplan and Minton (1994), who find that appointments
of new outside directors are associated with higher top executive turnover.
Viewed together, this suggests that a more important governance role is per-
formed by new outside directors than the existing outside directors during the
process of top executive succession.

In addition to their effect on the turnover—performance relation, Japanese
governance structures also have an important effect on the unconditional
likelihood of nonroutine turnover. Nonroutine turnover is less likely for firms
belonging to a keiretsu, and is significantly more likely when ownership by the
top ten shareholders is high.

Table 6 presents the estimated probabilities of turnover for firms according to
main bank ties. For firms with a main bank, the change in turnover probability
from varying industry-adjusted return on assets from the 90th to 10th percentile
is 5.3% (0.054-0.001). In comparison, this change is only 2.5% (0.061-0.036) for
firms with no main bank ties. The effect of a main bank is much more
pronounced for firms with negative income. For firms with a main bank, moving
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Table 6
Estimated probabilities (and sample frequencies) of nonroutine president turnover for firms at the
10th and 90th percentiles (bottom and top deciles) of firm performance, according to main bank ties

The sample consists of 270 nonfinancial Japanese firms in Moody’s International Manual, 1984.
Turnover occurs between fiscal years 1985 and 1990. Probabilities at the 10th and 90th percentiles of
firm performance are computed holding all other variables constant at their median values.
Estimated probabilities are obtained from logit regressions predicting likelihood of nonroutine
turnover using firm performance and interaction between firm performance and main bank,
controlling for president age, tenure, previous turnover, keiretsu, main bank, outside director, and
top ten ownership. Return on assets is the industry-adjusted ratio of pre-tax operating income to
total assets. Excess return is computed as the raw stock return less the return on the TOPIX industry
index. Negative income is a binary variable that equals one if pre-tax operating income is nonposi-
tive. All performance variables are computed over three fiscal years prior to turnover.

Firm performance measured using:

Return Excess Negative
Estimated probability and on stock income
sample frequency of turnover assets return dummy*
Firms with main bank
Probability at 10th percentile 0.054 0.040 0.152
Probability at 90th percentile 0.001 0.024 0.011
Frequency of turnover in bottom decile 0.111 0.067 0.130
Frequency of turnover in top decile 0.00 0.091 0.012
Firms without main bank
Probability at 10th percentile 0.061 0.058 0.080
Probability at 90th percentile 0.036 0.030 0.035
Frequency of turnover in bottom decile 0.065 0.029 0.083
Frequency of turnover in top decile 0.029 0.009 0.029

*In the case of the negative income dummy, probabilities (frequencies) for the 10th and 90th
percentiles (bottom and top deciles) are computed using values of 0 and 1, respectively.

from positive to negative pre-tax income has the effect of increasing turnover
probability by 14.1% (0.512-0.011), compared to only a 4.5% (0.08-0.035)
increase for firms without a main bank. Examining the actual frequency of
turnover indicates that moving from positive to negative pre-tax earnings
increases turnover frequency by 11.8% for firms with a main bank. The corre-
sponding change is only 5.4% for firms without a main bank. Thus, main bank
ties appear to have an economically significant effect on turnover likelihood
when operating income is negative. However, the sensitivity of turnover
to performance seems low for firms without a main bank. For comparison,
Weisbach (1988) finds that moving from the top to bottom deciles of stock-price
performance increases U.S. CEO turnover probability by 5.7% for outsider-
dominated boards and 2.1% for insider-dominated boards.
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4.3. Sensitivity and robustness tests

In this section, we briefly discuss the results of additional tests that are not
reported in the paper’s baseline tables.

4.3.1. Effect of industry adjustment

We estimate the regressions in Tables 3 and 5 without controlling for industry
performance, and we obtain qualitatively identical results. We also estimate the
results of Table 3 using return on assets and stock return unadjusted for industry
performance. The coefficients on both variables are not statistically significant in
the routine turnover regressions, but are significant and negative in the nonrou-
tine turnover specifications. When regression (1) in Table 5 is estimated using
unadjusted return on assets, the coefficient on the main bank interaction, though
negative, is not significant. This suggests that main banks appear to discipline
managers on the basis of performance relative to the industry. When raw stock
returns are used instead of excess returns in regression (2) of Table 5, the
coefficient on the BLOCK4 interaction is negative, with a p-value of 0.0883. This
result indicates that blockholders pay attention to stock-price performance, but
not to earnings or excess returns.

4.3.2. Combining all performance measures

The role of governance mechanisms, particularly that of the main bank, is
sometimes viewed as important only when firms experience very poor profitabil-
ity (e.g., Aoki, 1990). Accordingly, we examine whether the relation between
turnover and performance is driven by firms with negative earnings. We do so
by combining all performance measures in a single regression. When the likeli-
hood of nonroutine turnover is estimated using the three performance measures,
the coefficients on both negative income and excess returns are significant at the
5% level. Similar results obtain if raw stock returns are used instead of excess
returns. When interaction variables between these performance variables and
the main bank and blockholder dummies are included, the interaction between
both BLOCK4 and negative income, and that between BLOCK4 and raw stock
returns, is significant at the 5% level. Thus, Japanese goverance structures,
particularly blockholders, discipline managers for poor stock-price perfor-
mance, even after controlling for the effect of negative income. Kaplan (1994)
also concludes that negative income is not the only performance measure
affecting turnover likelihood.

4.3.3. Likelihood of routine turnover

We also estimate the regressions in Table 5 for the likelihood of routine
turnover. As with the results on nonroutine turnover, president age is positive
and highly significant in these regressions. However, in contrast to the results for
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nonroutine turnover, none of the performance, governance, or interaction vari-
ables between performance and governance are significant in any specification.
This provides confirming evidence that these events are unlikely to be motivated
by disciplinary considerations.

4.3.4. Controlling for other factors

We check the robustness of our results by including measures of firm size and
dummy variables for the year. Firm size, measured by either total assets or sales,
is not significant in any of the specifications. Dummy variables indicating the
year of turnover are also never significant, and do not alter the nature of the
results we document.

Combined with these sensitivity checks, the results in Table 3 provide clear
evidence that poor firm performance significantly increases the likelihood of
nonroutine top executive turnover in Japan. While industry-adjusted firm
performance measures have significant explanatory power, industry perfor-
mance has virtually no effect on the likelihood of turnover. This evidence is
consistent with Morck, Shleifer, and Vishny (1989), who argue that boards of
U.S. corporations are unable or unwilling to discipline managers in the event of
poor industry-wide performance. Our evidence suggests that Japanese gover-
nance structures also do not remove top executives when the industry performs
poorly. The results in Table 5 indicate that the sensitivity of nonroutine turnover
to earnings performance is significantly stronger for firms with ties to a main
bank. This supports the characterization of the corporate governance system in
Japan by Aoki (1990) and Sheard (1989), who emphasize the role of main banks
as monitors. We also find some evidence that the sensitivity of turnover to
stock-price performance is marginally stronger for firms with block ownership
in the top quartile. Finally, the unconditional likelihood of nonroutine turnover
is lower for keiretsu firms and higher for firms with concentrated ownership.

5. The likelihood of outside succession

To further examine the role of governance mechanisms in the process of
executive turnover in Japan, we investigate the likelihood of outside succession
relative to internal appointments. We are interested in whether governance
mechanisms influence the selection of a new president by affecting the likelihood
that the successor will be hired from outside the firm.

Evidence concerning the effect of firm performance on the likelihood of an
outside appointment in the U.S. is provided by Warner, Watts, and Wruck
(1988) and Parrino (1992). Warner et al. find a marginally significantly higher
likelihood of an outside appointment when stock returns are low, and Parrino
documents a significantly negative relation between this likelihood and return
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on assets. These results suggest that outside appointments in the U.S. are used as
a way to depart from the policies of the outgoing CEQO, when performance has
deteriorated. Consistent with this view, Parrino finds that outside appointments
are more likely to occur when the departure of the outgoing executive is forced.
He also reports that outside succession is more likely to occur in smaller firms,
and that the sensitivity of outside succession to performance is lower for
nonmanufacturing firms.

We examine the importance of four factors in the decision to appoint a new
top executive from outside the firm. First, we investigate whether outside
succession is more likely to occur following poor performance. Second, we
examine whether corporate governance forces influence outside succession
likelihood. If main banks and blockholders perform an important governance
role, we expect their presence will increase the likelihood of outside succession.
Third, we examine whether outside succession is more likely to occur if the
departure of the outgoing president was forced. We proxy for forced departures
by including a binary variable that equals one if turnover is nonroutine. We also
include the age of the outgoing president as an additional variable. If turnover of
younger presidents is more likely to indicate a forced departure, a negative
coefficient on the age of the outgoing president would suggest that the likelihood
of outside succession increases with forced departures. Finally, we examine the
importance of specific human capital in outside succession likelihood. Firms are
more likely to hire a new president from outside if internal candidates lack the
specific human capital requirements. We use board size as an instrumental
variable for the pool of potential internal replacements and expect a negative
coefficient on this variable. In addition, the extent to which an outside replace-
ment can be found with the requisite human capital skills would depend on the
homogeneity of the industry. We measure the homogeneity of the firms in an
industry by the number of firms in the industry, and hypothesize a positive
coefficient on this variable. We also use a dummy variable to distinguish between
manufacturing and nonmanufacturing firms to examine whether the likelihood of
outside succession differs across these two types of firms (Parrino, 1992).

We identify an outside appointment when the incoming president has been
employed by the firm for three years or less. It appears reasonable to assume
that these executives were hired into the firm with the expectation that they
would be appointed president, since it is unlikely that their performance over
such a short period would warrant promotion to the top. As reported in
Table 2, there are 18 outside appointments, representing 10.3% of the 174
turnover events in the sample. In comparison, using a similar definition of
outside succession, Parrino (1992) reports 56 outside appointments, or 20.3% of
the 276 turnover events among U.S. corporations during the same period.
Although uncontrolled differences between the two samples make it hard to
draw definitive conclusions, the likelihood of outside succession in Japan ap-
pears lower.
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Some insight into the nature of outside succession can be obtained by
examining what happens to the removed president. In seven of the 18 cases, the
president is no longer on the board of directors, while in three additional cases,
the president is on the board in a capacity other than chairman. In the
remaining eight cases, the president becomes the chairman. Thus, outside
succession tends to occur more often when turnover is nonroutine. We are also
able to identify the previous experience for 14 of the 18 outside appointments.
For three firms, the new president was a senior manager at a bank. In another
nine cases, the new president was a senior manager at the firm’s largest share-
holder, and in one additional case, the new president was previously employed
with the firm’s second largest shareholder. In these cases, the position of the newly
appointed president prior to the appointment is typically that of a junior or senior
managing director, although in the case of Fuji Heavy Industries, the president of
Nissan Diesel was appointed. Only in one case do we find no lending, ownership,
or business ties between the originating and appointing firms. Thus, in the sample
firms, banks and large shareholders play an important role in outside succession
by appointing one of their own executives as president. The details of the
individual outside succession events are provided in the Appendix.

The multivariate logits for the likelihood of outside succession relative to an
inside appointment are reported in Table 7. The coefficient on firm performance
is positive in the negative-income model, with a p-value of 0.076. Industry
performance is also significantly positive in the negative-income model, but is
not significant in the other specifications. This suggests that outside appoint-
ments occur only if earnings performance is extremely poor, particularly when
the industry as a whole is performing well. Surprisingly, the likelihood of outside
appointments does not appear to be influenced by whether the departure of the
outgoing president was forced. The coefficient on the nonroutine turnover
variable is not significant in any specification, and the likelihood increases
significantly with the age of the outgoing president.

Corporate governance attributes have an important effect on the probability
of outside appointments. Consistent with the evidence on importance of block-
holders documented in individual cases, ownership by the top ten shareholders
increases the probability in all specifications. The excess return and negative
income specifications indicate a marginally higher likelihood of outside appoint-
ments for firms with a main bank relation. The likelihood of outside succession
is significantly lower for keiretsu firms, suggesting that they are less likely to use
this as a means to depart from the policies of outgoing presidents. Our proxy for
the homogeneity of firms in an industry and whether the firm is a nonmanufac-
turing corporation appear to have no effect on the likelihood of outside appoint-
ments. Finally, the probability of an outside appointment is negatively related to
the number of directors in the excess returns specification. This is consistent with
outside appointments fulfilling the need for managerial expertise when it is
lacking in the pool of internal candidates.
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Table 7
Logit regression estimates of the probability of outside succession relative to an inside appointment

The sample consists of 174 turnover events experienced by 270 nonfinancial Japanese firms in
Moody’s International Manual, 1984. Turnover occurs between fiscal years 1985 and 1990. Appoint-
ments are considered as outside if the new president joined the firm in the last three years. Firm
performance is measured using return on assets in column (1), excess return in column (2), and
a negative income dummy in column (3). Return on assets is the industry-adjusted ratio of pre-tax
operating income to total assets. Excess return is computed as the raw stock return less the return on
the TOPIX industry index. Negative income is a binary variable that equals one if pre-tax operating
income is nonpositive. All performance variables are computed over the three fiscal years prior to
turnover. Main bank equals one if the largest lender is also the largest stockholder. Outside director
equals one if the firm has at least one outside director on the board. Sample sizes vary due to missing
data. p-values for two-tailed tests are in parentheses.

Estimated model: Probability (outside succession|turnover) =f(firm performance, industry
performance, firm and president attributes, governance variables)

Firm performance measured using:

(1 @ (3)
Return Excess Negative
on stock income
Explanatory variables assets return dummy
Intercept - 13.74 — 726 —16.51
(0.0491) (0.2155) (0.0270)
Firm performance — 405 0.34 1.51
(0.2238) (0.6152) (0.0759)
Industry performance —2.44 0.09 48.28
(0.6959) (0.8754) (0.0524)
Age of outgoing president 0.20 0.12 0.21
(0.0132) {0.0590) (0.0139)
Nonroutine turnover 0.08 0.12 0.14
(0.9057) (0.8512) (0.8490)
Log (board size) —1.30 — 1.81 —0.97
(0.2093) (0.0730) (0.3630)
Log (number of firms in industry) 0.18 —0.02 0.22
(0.6781) (0.9584) (0.6079)
Nonmanufacturing firm 0.01 0.23 0.10
{0.9913) (0.8635) (0.9412)
Keiretsu — 146 — 131 —1.33
(0.0401) 0.0522) (0.0656)
Ownership by 10 largest shareholders 0.05 0.05 0.05
(0.0238) (0.0146) 0.0330)
Outside director 0.87 0.98 1.00
(0.1905) (0.1199) (0.1535)
Main bank 1.01 1.30 1.61
(0.2366) (0.1007) (0.0763)
No. of observations 160 172 160

Pseudo R? 0.2672 0.2412 0.3138
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6. Post-turnover performance

If turnover of Japanese presidents is motivated by a desire to correct poor
firm performance, improvements in performance should be observed subsequent
to the turnover. Accordingly, we compare the pre- and post-turnover perfor-
mance of our sample firms. Panel A of Table 8 reports the performance
surrounding the years of routine turnover events. Performance surrounding
nonroutine turnover is reported in panel B.

Panel A shows that firms experiencing routine turnover display little evidence
of poor performance, using industry-adjusted return on assets or excess returns.
The percentage of firms with negative income is significantly different from zero
in years — 3 to + 1 relative to turnover. However, a test of change in perfor-
mance from the three years preceding turnover (years — 3 to — 1) to the
three-year period subsequent to turnover (year + 1 to year + 3) suggests no
significant difference for any of the performance measures.” This evidence is
consistent with the characterization of routine turnover as less likely to be
motivated by performance considerations.

In contrast to the evidence for routine turnover, panel B shows strong
evidence of performance changes following nonroutine turnover. The improve-
ment in firm performance is evident in all three performance measures, and a test
for differences in performance surrounding nonroutine turnover is significant at
the 5% level for return on assets and excess returns, and at the 10% level for
percentage of firms with negative income. These results provide evidence that
the poor performance prior to turnover is rectified by nonroutine president
removals. Although we are not aware of prior evidence on firm performance
following president turnover in Japan, Morck and Nakamura (1994) and
Kaplan and Minton (1994) examine performance subsequent to outside director
appointments in Japan. Morck and Nakamura document that firms experience
negative stock returns in the year following bank director appointments, while
Kaplan and Minton report no deterioration in performance following outside
director appointments. Overall, our evidence suggests that presidents are discip-
lined only when their removal is expected to rectify the poor performance.

In panel C, we report performance changes following outside succession. We
find evidence of a significant improvement in return on assets following outside
succession. While changes in performance are positive for the other two
measures as well, they are not statistically significant, possibly because of the
small number of outside successions in the sample.

For this test of change in performance from the pre- to post-turnover period, we exclude firm
performance during the transition year. Since both the outgoing and the incoming presidents are in
office in the transition year, it is difficult to attribute performance entirely to either executive. In
addition, we require that performance data be available for at least two years both prior and after
turnover to test for performance improvements.
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Table 8
Median annual firm performance during years surrounding president turnover

The sample consists of 174 turnover events experienced by 270 nonfinancial Japanese firms in
Moody’s International Manuals, 1984. Turnover occurs between fiscal years 1985 and 1990.
Turnover is termed to be routine if the president remains on the board of directors. Turnover is
termed to be nonroutine if the president does not remain on the board of directors. Appointments
are considered as outside if the new president joined the company in the last three years. Return on
assets is the industry-adjusted ratio of pre-tax operating income to total assets. Excess return is
computed as the raw stock return less the return on the TOPIX industry index. Year O denotes the
fiscal year of turnover.

Measure of firm performance

Return on Excess stock Percentage of

assets return firms with
Year relative to turnover (%) (%) negative income
Panel A: Routine turnover®
Year — 3 0.00 —2.28 4.65**
Year — 2 0.21 —4.04 6.15%**
Year — 1 —0.30 0.01 6.30***
Year 0 —0.17 1.31 8.06%**
Year +1 —-0.20 —0.81 6.35%**
Year +2 —0.29 0.83 1.05
Year +3 0.12 237 0.00
Change in annual performance from year 0.24 2.50 229
(—3to —Dto(+1to +3)
Panel B: Nonroutine turnover®
Year —3 - 1.38* — 12.39%%* 14.29%*
Year —2 — 0.64* 2.33 16.67**
Year — 1 — 041 0.87 17.07**
Year 0 — 0.45* 2.76 7.69
Year +1 —0.07 338 7.32
Year + 2 0.01 793 8.33
Year + 3 —0.11 437 7.14
Change in annual performance from year 0.67** 5.97** 13.95*%
(—3to —ljto(+1to +3)
Panel C: Outside succession®
Year — 3 —0.96 —-9.32 23.53
Year —2 —1.01 — 548 2222
Year — 1 — 148 7.88 17.65
Year 0 —0.68 —4.62 12.50
Year +1 — 047 5.73 16.67
Year +2 —-0.73 8.86 0.00

Year + 3 —041 246 0.00
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Table 8 (continued)

Measure of firm performance

Return on Excess stock Percentage of
assets return firms with
Year relative to turnover (%) (%) negative income
Change in annual performance from year 1.23%* 4.72 11.11

(=3to —I)to(+1to +3)

Asterisks denote significance at the 10% (*), 5% (**), and 1% (***) levels, using a two-tailed sign
rank test.

*The sample sizes for the results in panel A for the return on assets and negative income specifica-
tions (excess returns) are as follows: Year —3: 129 (131), Year —2: 130 (131), Year —1: 127 (131),
Year 0: 124 (131), Year +1: 126 (131), Year +2: 95 (102), Year +3: 71 (81). The sample sizes for
panel B are: Year —3:41(43), Year —2:41(43), Year —1:40(43), Year 0: 38 (43), Year + 1:40(43),
Year +2:35(36), Year +3:27(29). The sample sizes for panel C are: Year —3:17(18), Year —2: 18
(18), Year —1: 17 (17), Year 0: 16 (16), Year +1: 18 (18), Year +2: 13 (13), Year +3:9 (10). The
sample size declines over time because the data is truncated at 1991, the last year for which
performance variables are reported in the PACAP database.

7. Summary and conclusions

We provide evidence on the determinants of top executive turnover in
Japanese corporations. The likelihood of nonroutine turnover is significantly
negatively related to firm performance, particularly when performance is meas-
ured relative to other firms in the industry. Nonroutine turnover is significantly
related to industry-adjusted return on assets, excess returns, and negative
pre-tax earnings. We find no evidence that nonroutine turnover is precipitated
by poor industry performance. These results cast doubt on claims that Japanese
managers can ignore the effects of corporate actions on firm performance and
shareholder wealth. In contrast to the results for nonroutine turnover, perfor-
mance measures have no effect on the likelihood of routine turnover.

Our investigation of the factors that influence the likelihood of turnover
provides evidence of the importance of alternative governance forces in Japan.
The sensitivity of nonroutine turnover to earnings performance is significantly
related to the presence of a main bank relation. This result indicates that the
main bank system in Japan performs an important governance function. In
contrast to evidence from studies of U.S. corporate governance, the presence of
outside directors on the board has no effect on turnover likelihood. The
unconditional likelihood of nonroutine turnover also increases with a main
bank relation and concentrated ownership, but is lower for keiretsu firms. None
of these relations are evident for routine turnover, confirming that they are less
likely to be disciplinary events.
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The likelihood of outside succession relative to an internal appointment is
marginally significantly higher for firms with negative pre-tax operating income.
In contrast to evidence from U.S. data, outside succession in Japan appears
unrelated to whether departure of the outgoing president was forced. Large
shareholders appear to play a particularly important role in outside succession.
As with the results on nonroutine turnover, firms belonging to a keiretsu
experience a lower likelihood of outside succession.

Finally, we document evidence on improvements in firm performance sub-
sequent to turnover. Improvements in performance occur after nonroutine
turnover, but we find no evidence of performance changes subsequent to routine
turnover. This suggests that the disciplinary actions of Japanese governance
forces increase firm value. Collectively, these results add to evidence on the
functioning of corporate governance mechanisms in Japan and the incentives

facing Japanese top executives.

Appendix

The table below gives the origin and background of newly appointed presi-
dents for all outside succession events during 1985 to 1990, experienced by 270
nonfinancial Japanese firms covered in Moody’s International Reports, 1984.
Four cases are excluded because of lack of sufficient background data.

Company and year

Successor, origin, and former
rank of new president

Relation of originating firm
to appointing firm

Chori, 1985

Japan Airlines, 1985
Kokusai Denki, 1985
Kokuyo, 1985

Nissan Diesel, Kogyo,
1985

Daiwa Seiko, 1987
Fuji Kosan, 1988

Hitachi Zosen, 1988

Okuma Machinery
Works, 1988

Eiki Konno, Asahi Kasei, n/a

Susumu Yamaji, General Affairs
Agency (government organization),
head of agency

Nakamura Noburo, Hitachi
Corp., n/a

Seinosuke Kuroda, Koroda family,
nja

Kawai Isamu, Nissan, n/a

Hidetaro Mori, Tokyo Electricity,
junior managing director
Masatoshi Shinfuku, Bank of
Tokyo, senior managing director
Yoshihiro Fujii, Sanwa Bank,
vice-chairman

Akira Matsutani, Bank of Tokai,
vice-president

Company’s largest stockholder

Japanese government is the
company’s largest stockholder
through the Ministry of Finance

Company’s largest stockholder
Kuroda family is the company’s
largest stockholder

Company’s largest stockholder
No apparent ties

Company’s main bank

Company’s main bank

Company’s second largest
stockholder
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Company and year Successor, origin, and former Relation of originating firm
rank of new president to appointing firm

Hitachi Kaden, 1989 Yasuya Miyoshi, Hitachi Company’s largest stockholder
Seisaki, senior managing director

Hitachi Maxwell, 1989  Hiroshi Watanabe, Hitachi Company’s largest stockholder
Seisakujo, vice-president

Matsushita Akira Matsuda, Matsushista Company’s largest stockholder

Communications, 1989  Denki Sangyo, junior managing
director

Aiwa, 1990 Hajime Unoki, Sony, Company’s largest stockholder
vice-president

Fuji Heavy Industries, Isamu Kawaii, Nissan Diesel Company’s second largest

1990 Kogyo, president stockholder
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