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Is management quality value relevant?

Abstract

Using a unique database of management ratings over a 14 year period, we
find that quality of management is value relevant in that better managed
firms have lower cost of equity, higher market valuations, more stable
earnings, and higher profitability that persists over time. Paradoxically,
while good management appears to be associated with lower subsequent
market returns, this is entirely consistent with an informationally efficient
market.
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1. INTRODUCTION
Management quality is conventionally viewed as a key determinant of future firm
performance. High executive compensation levels are predicated on the argument superior
top management abilities will enhance shareholder value and the financial press lionises the
CEOs of successful firms viewing them almost in heroic mould as being directly
responsible for their corporations’ successes (e.g. Blackhurst, 2001). In fact, Malmendier
and Tate (2005) demonstrate that CEOs manage to extract significantly higher
compensation after achieving superstar status. Likewise, sell-side analyst stock
recommendations are predominantly driven by their views on the quality of the firm’s
management and strategy (Breton and Taffler, 2001).

A number of studies have addressed the issue of whether there is a relationship
between quality of management (management reputation)' and firm performance. However
findings are conflicting, with the relationship between management reputation and future
stock returns variously positive, neutral (as predicted by theory) and negative, and similarly
the relationship with future operating performance. This paper tests the relationship
between quality of management and firm performance explicitly using a unique source of
data and robust methods leading to clear conclusions. In particular, it addresses three
important questions new to the literature: (1) is good management associated with lower
cost of equity?, (i1) does good management have any influence on market value, and (iii)
does superior operating performance persist in the case of better managed firms? Our
results clearly demonstrate that well managed firms have lower cost of equity, have higher
market value and continuing superior operating performance. ‘Good’ management
enhances firm value and is not value destructive as argued, for example, by Malmendier

and Tate (2005).



The resource based view of the firm states that sustainable competitive advantage (and
superior operating performance over time) lies in possession of certain key resources
(Barney, 1991). Under this framework, management quality itself is an intangible asset
because it increases the firm’s credibility with employees, investors, customers and
suppliers (Wade et al., 2006). D’Aveni (1990) also argues that managerial prestige
improves organizational legitimacy and plays an important symbolic role in organizational
performance and survival. Firms with well respected managements generate an ‘illusion of
competence’ and are thus supported by their different stakeholder groups. In a similar vein,
Suchman (1995) argues that appropriate media coverage can render firms more desirable
and enhance access to resources as stakeholders are most likely to engage with
organizations they consider to be more predictable and trustworthy. Similarly, Pollock and
Rindova (2003) and Johnson et al. (2005) argue that the financial press does not only
provide information for investment decisions but also influences the framework used to
make such decisions. Cohen and Dean (2005) and Lester et al. (2006) find that having a
reputable management at the helm at the time of an initial public offering (IPO) reduces
information asymmetry leading to lower underpricing. Further, Chemmanur and Paeglis
(2005) find that such firms have higher long term returns and stronger operating
performance after the IPO; Chemmanur et al. (2004) show similar results in the case of
firms making seasoned equity offerings.

On the other hand, Hayward et al. (2004) argue that good CEO reputation could arise
from over attribution of superior performance to management quality. This can lead to
CEOs becoming overconfident and also committed to strategies that worked in the past,
hence making the firm less adaptable to changes in their operating environments leading to

poor future performance. Similarly, Malmendier and Tate (2005) argue that good CEO

' The terms quality of management and management reputation are used synonymously in this paper.



reputation leads to behavioural distortions, poorer operating performance and value
destruction. In parallel vein, Wade et al. (2006) find firms that hire star CEOs earn negative
returns over the next year even though operating performance does not suffer. They argue
this could be because of either the ‘burden of celebrity’, i.e., heightened expectations that
are not realised, or because the market anticipates the behavioural distortions of star CEOs
and penalises their firms, with impact appearing in operating performance only with a lag.

In efficient markets, the implications of good firm reputation will already be
impounded in stock prices and not associated with abnormal stock returns in the future.
Better managed firms will be rewarded with lower cost of equity and higher market values
according to the resource based view of the firm, or penalised with higher cost of equity
and lower market values if better management reputation leads to self-serving and value
destroying behaviour. In either case, management reputation is value relevant and its
impact will be manifested in firm market value and future operating performance, rather
than stock returns.

A number of studies, typically employing the overall rankings from Fortune
magazine’s America’s Most Admired Survey of Corporate Reputations, claim investors can
outperform the market by investing in the stocks of firms with the highest management
reputations. However, the studies of Filbeck and Preece (1995 and 2003) and Filbeck et al.
(1997) are based on a single year’s survey and lack any industry adjustment or appropriate
benchmarking. Antunovich et al. (2000) use Fortune surveys and rankings from 1983-1995
inclusive and report outperformance by their top decile firms over a five-year holding
period. However, they ignore momentum and even acknowledge industry-specific effects

explain about half their apparent mispricing.” Anderson and Smith (2006) employing

* Anginer et al. (2007) also show their results are period specific, reversing in the 10 years subsequent to their
sample period.



Fortune ratings between 1983 and 2004 find that their portfolio of the top 10 ranked firms
each year earns positive abnormal returns over the following year. However, these results
may again reflect lack of industry controls and be unrepresentative.’ Contrary evidence,
however, is provided by McGuire et al. (1990), Antunovich and Laster (1999) and Shefrin
and Statman (2003) who find no relationship between Fortune’s rankings and subsequent
one-year stock returns. Nonetheless, these latter results are not inconsistent with good
reputation being value relevant.

Malmendier and Tate (2005) look at the subsequent performance of firms of award
winning CEOs. While their focus is on individuals rather than firms, the characteristics of
their sample are similar to our sample. They find that subsequent to winning the award,
such firms earn lower returns using the market model. However, their results are sensitive
to their returns generating models with no abnormal returns over one year using a matched
control sample or a four factor model. Similarly the results in Wade et al. (2006) are
sensitive to choice of benchmark.

Crucially, the existing literature universally uses realised returns although they are a
poor measure of expected returns (Elton, 1999). Thus conflicting results could be due to an
inappropriate returns generating process. An important and original contribution of our
study is that we work with expected returns explicitly derived using analysts’ earnings
forecasts following Easton (2004) so that our risk adjustment is independent of realised
returns. In addition, since in accordance with theory we would expect quality of
management, if a valid construct, will already be appropriately priced by the market, we
adopt the Ohlson (1995) valuation model to test for value relevance of our management

reputation rankings. We also provide a better control for risk by controlling for industry

3 As demonstrated by Anginer et al. (2007), who also show the next three 10 stock portfolios do poorly on

the same basis. We also find no parallel evidence whatsoever in our very similar UK based dataset.



effects through portfolios formed using within industry rankings and a formal four-factor
model approach.

As well as considering market returns, we also examine the parallel question of the
putative relationship between management quality and subsequent firm operating
performance. The existing literature is similarly conflicting. McGuire et al. (1990) provide
some weak evidence in support of this relationship and Bloom and Van Reenan (2006)
strong evidence that contemporaneous profitability is associated with good management
practice. However, Wade et al. (2006) and Nanda et al. (1996) find no such evidence and
Malmendier and Tate (2005) report an apparent inverse relationship. However, all these
studies focus on the following year’s operating performance i.e., are high reputation
managements associated with higher profits next year than lower ranked managements,
whereas the important question is persistence of profits. If good management leads to
strong operating performance, then for high quality management there will be slower
expected mean reversion in profits if current profitability is high, and more rapid mean
reversion if it is low and conversely for poor quality management.

Our main findings are: (1) better managed firms have lower cost of equity and, on a
risk-adjusted basis, subsequent performance of well managed firms is no different to that of
poorly managed firms, (ii) better management reputation is associated with higher market
value demonstrating its value relevance, and (iii) better managed firms have better
operating performance that persists for longer. Our findings are consistent with the resource
based view of the firm in that management quality is, on this basis, a valuable resource.
They are also consistent with an informationally efficient market in that superior returns

pace the views of analysts and investors, cannot be earned by trading on quality of



management. Our results are clearly at variance with, in particular, Malmendier and Tate
(2005) who argue that ‘good’ managers destroy firm value.
The next section describes our data and section 3 our main findings. The final section,

section 4, provides a summary of our results and our contribution.

2. DATA

(i) The most admired company survey

This paper uses the Management Today’s survey of Britain’s Most Admired Companies
data which has been published annually since 1990 (except for 1993). This is closely based
on the equivalent Fortune magazine’s Fortune magazine’s America’s Most Admired Survey
of Corporate Reputations published annually since 1983, being conducted on a similar
basis and with virtually identical questions set.

Specifically, each year the ten largest companies in terms of market capitalisation are
identified in around twenty five industry sectors and rated on nine indicators of firm quality
by respondents. The specific characteristics rated are quality of management, financial
soundness, quality of products, ability to attract and retain top talent, value as a long-term
investment, capacity to innovate, use of corporate assets, community and environmental
responsibility and quality of marketing. Companies are rated on a scale of zero (poor) to
ten (excellent) on each quality measure and the nine scores are also summed to arrive at a
total score. Survey questionnaires are sent out in May and collected by September with the
survey results published in the December issue of Management Today. Well over two

thousand industry experts are surveyed each year with two thirds responding.



However, what are the Fortune and Management Today surveys really measuring?
McGuire et al. (1990) demonstrate the very high correlations between the different
perceptions of firm quality constituting the overall Fortune average quality rating and
several measures of prior firm financial and stock market performance. They conclude
‘high ex post excess risk-adjusted returns lead evaluators to view the firm as high quality in
all dimensions’. Fryxell and Wang (1994) similarly conclude that the Fortune panel of
industry experts is implicitly rating firm ‘reputation’ in terms of investment potential and
that they are not able to differentiate the different Fortune constructs due to ‘halo’ effects.
Shefrin and Statman (1995) find the quality of management and value as long term
investment measures are highly correlated (R* = 86%), showing at least Fortune’s panel of
industry experts believes well-managed companies to be synonymous with good
investments.

Britain’s Most Admired Companies survey, as with the Fortune survey, is based on
peer perception of senior executives of other companies within each industrial sector and
senior sector analysts in the UK as identified by the Extel Financial annual ranking of
investment analysts survey. While quality of management is a difficult concept to measure,
both these groups of experts are very familiar with firms in their sector and are thus likely
to be both informed and authoritative in their judgements. The survey scores will therefore
reflect the consensus of experts and, despite potential problems, are likely to be more

reliable than alternative measures.

* In results not reported here we find parallel evidence with our UK based data.



(ii) Data

Our unique access to the Management Today magazine’s Britain’s Most Admired
Companies annual survey database allows us to work with the quality of management
variable directly, rather than being constrained to using the overall corporate reputation
ratings.” We use detailed ratings across 14 annual surveys (1990-2004 excluding 1993).
Companies delisted before January of the year subsequent to the publication of the survey
are removed from the analysis. This yields a total of 3,204 company years, or an average of
229 companies per survey.

Monthly stock returns and market capitalisations are from the London Share Price
Database (LSPD) distributed by London Business School. Risk free rates, represented by
one-month Treasury bill rates, are collected from DATASTREAM and the numerator of
the book/market (B/M) ratio is taken from Company Analysis provided by Thomson
Financial. Analysts’ earnings forecasts, past EPS growth rates, and past EPS stability
measures are collected from I/B/E/S.

To test whether the best ranked companies in each industry in each year earn higher
returns than the worst ranked companies, we form 10 portfolios based on within industry
quality of management ralnkings.6 We then compute 12-month buy-and-hold stock returns
in excess of the risk-free return for the portfolio composed of the top ranked companies
(rank = 1) and for the portfolio with bottom ranked companies (rank = 10). Firms which are
delisted for any reason are considered to earn the respective portfolio return to the end of

their holding period. The annual buy-and-hold return on stock i is computed as:

> Although the two measures in this survey are highly correlated at 0.87, the most admired company total
score, which is the only measure publicly available, and then only for the best rated 100 firms, is made up of
nine different measures of which quality of management is only one.

® In contrast to prior literature, using such rankings-based sorts allows us to control for industry effects as
each portfolio will have one firm from each industry.



12
BHR, =] R, (1)
t=1

and the annual buy-and-hold return for portfolio P follows as:

BHR, = %ZBHRi Q)

i=1

where n is the number of firms in portfolio P.

3. RESULTS
(i) Summary statistics
Table 1 provides the summary statistics for our sample broken down by decile rankings on
quality of management. The average firm has a market capitalisation of £4.02bn and an
annual mean buy-and-hold return (BHR) of 14.4% over the 12-month period from the start
of May in year t-1 to the end April in year t immediately prior to the commencement of
year t’s survey. Post-survey mean BHR from January in year t+1 to December in year t+1

1s 16.1%.

Table 1 here

However, more interestingly, there is an almost direct monotonic relationship between
management quality and firm size with best ranked decile average firm market
capitalisation of £11.1bn and worst ranked decile average firm market capitalization of
only £1.8bn. A broadly similar relationship exists between decile ranking and mean
book/market (B/M) ratio derived as at 30 April year t. Mean top decile firm B/M ratio is
0.40 and mean bottom decile firm B/M ratio is almost double at 0.76.

Column 4 of Table 1 shows prior returns seem to be strongly positively related to
overall decile ranking with the highest decile having mean firm BHR of 20.6% and the

lowest decile mean firm BHR of 5.1%, the difference being statistically significant at the



5% level (t = 2.44).” On the other hand, post-survey mean BHR (column 5) is negatively
correlated to ranking, with the worst decile firms outperforming the best decile firms by
5.9% per year, a difference that is statistically significant (t = 2.21)." The last two columns
of the table show that better ranked firms register far stronger annual EPS growth (13.5%
for best decile against 1.2% for worst decile) and less variability (16.7% for best decile
against 27.1% for worst decile) over the 5-years prior to the respective annual survey.
This preliminary analysis suggests highly ranked firms tend to be large, are ‘glamour’
stocks and have strong prior returns and earnings performance, whereas the worst ranked
firms are much smaller, are ‘value’ stocks and have strongly underperformed both in terms
of stock returns and earnings growth. Also, in line with Malmendier and Tate (2005) and
Wade et al. (2006), there appears to be evidence that subsequent stock returns are
negatively related to management reputation. We explore these issues in more detail in the

following sub-sections.

(ii) Quality of management and subsequent returns

We would expect well managed firms to be better insulated from industry or economy wide
factors and hence such firms should have more stable earnings and less risky cash flows,
leading to lower expected returns. This sub-section first explores the subsequent risk
adjusted returns from investing in well and poorly managed firms using the conventional
Carhart (1997) four factor approach. It then adds to the existing literature by estimating

expected returns using analyst forecasts.

7 The best decile firms outperformed the worst decile firms in 12 out of 14 years in our sample. The non-
parametric Wicoxon rank sum test statistic is 2.29 (exact p = 0.02).

¥ The best decile firms underperformed the worst decile firms in 10 out of 14 years in our sample. The non-
parametric Wicoxon rank sum test statistic is 1.85 (exact p = 0.068).
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A. Factor model based risk-adjusted subsequent returns

To test whether our top decile firms earn higher returns than our bottom decile firms, we
form 10 portfolios based on quality of management rankings as before, and compute
monthly equally-weighted portfolio returns for each portfolio for the period January to
December of year t + 1 (surveys are published in December of year t). If a stock is delisted
during the holding period, we assume that it earns its portfolio returns for the rest of the
holding period. Portfolios are formed every January. The following Carhart (1997) four-
factor model is then used:

Rpi—Rpr=a+b (Rm - Rg) + s SMB; + h HML, + w WML, + ¢, 3)
where:

Rp; = the return on portfolio P during month t,

Ry = risk-free rate (one-month Treasury bill rate) as at the beginning of month t,
Rmi = value-weighted return in month t on the market,

SMB; = return on the mimicking portfolio for the size factor in month t,

HML, = return on the mimicking portfolio for the B/M factor in month t, and
WML, = return on the mimicking portfolio for the momentum factor in month t.

HML and SMB are constructed as by Fama and French (1993) using the 30™ of
September of each year as the portfolio formation date. WML is constructed as in Carhart
(1997).

Table 2 presents the results of the time-series regressions on the 10 portfolios formed
on quality of management ranking. It shows that none of the ten portfolios earns excess
returns on a risk adjusted basis. The intercept varies between —0.08% (portfolio 8) and
0.36% (portfolio 10) and none of the ten intercepts is statistically significant. The arbitrage

portfolio long on best ranked firms and short on worst ranked firms earns a statistically

11



insignificant abnormal return of -0.35% per month. Our results are similar to those of
Malmendier and Tate’s (2005) results with four factor model and in sharp contrast to those
of Wade et al. (2006) whose simple market model approach does not deal appropriately
with risk. In fact results not reported here show that as in Malmendier and Tate (2005) the
single factor model generates a statistically significant abnormal return of -0.67% per
month (t = 2.10) for the arbitrage portfolio demonstrating the importance of proper control

for risk.

Table 2 here

Our results show that, consistent with informationally efficient markets, and in contrast
with the existing literature, there is no significant difference in future stock returns between

well and poorly managed firms once risk is appropriately controlled for.

B. Quality of management and cost of equity

Existing research universally uses past realized returns as a proxy for future expected
returns on the basis that, in efficient markets, realized returns are an unbiased estimate of
expected returns. However, Elton (1999) casts doubt on this argument by pointing out that
there have been extended periods when risky assets have underperformed riskless assets.
He concludes (p. 1199): ‘... the more logical explanation for these anomalous results is that
realized returns are a very poor measure of expected returns...’. Fama and French (1997)
demonstrate the margin of error for models using past returns, even at the industry level, is
about 30%, and is likely to be much greater at the individual security level. They
acknowledge three problems in using realized returns to estimate expected returns: (i)

misspecified model, (ii) imprecise factor returns, and (iii) imprecise factor loadings.
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There is a growing body of literature that employs fundamentals rather than past
returns to estimate cost of equity (see e.g. Botosan and Plumlee, 2005; Claus and Thomas,
2001; Gebhardt et al., 2001; Easton, 2004; Fama and French, 2002; O’Hanlon and Steele,
2000). We follow the method of Easton (2004) to estimate expected returns from current
prices and forecasts of earnings separately using the price/earnings (P/E) ratio and the price
earnings growth (PEG) ratio for three reasons: (i) they are based on the same principles as
Ohlson (1995), the model we use for tests of the value-relevance of management quality,
(ii) the two ratios are widely used in investment, and (iii) Botosan and Plumlee (2005)
show that the PEG based estimate of cost of equity is an unbiased metric.

Easton’s (2004) valuation formula (equation 6, p. 79) is given by:

E oo
Py =gy B e
r r t=1 (1 + I')

where:
Py = stock price at time O,
E; = Expected earnings per share at time 1, proxied by the consensus analysts’ earnings
forecast,
r = required rate of return, and
agr = expected abnormal growth in earnings.

Similar to the residual income valuation framework, the first term of this equation is
the capitalised value of earnings, and the second term is the present value of the stream of
abnormal earnings. If we assume that expected abnormal growth in earnings (agr) = 0, then

the valuation equation collapses to:

Py=— (5)

and this gives the required return as the earnings/price ratio.

13



Again, if we assume that the perpetual growth rate in earnings (Aagr) = 0 and

dividends in year 1 = 0, then the valuation equation can be rearranged to obtain:

=B, ®

which is the square root of the inverse of the PEG ratio.

To estimate the cost of equity using the P/E ratio, we require expected earnings over
the next 12 months (E;) and the share price at the end of December of year t (Py). Since a
majority of the firms in our sample do not have December year ends, we use linear
interpolation between two consensus analyst forecasts to arrive at next 12 months
earnings.9 We also use linear interpolation to obtain earnings forecasts for the further 12
months period (E;) for our PEG ratio.'°

Columns 2 to 4 of table 3 report the average cost of equity derived on a P/E basis and
columns 5 to 7 the average cost of equity derived on a PEG basis for our ten quality of
management decile portfolios. Lack of impact of Management Today’s quality of
management rating on the cost of equity is consistent with the fact that management
reputation is built up over a long time period, and does not tend to change much on a year-
on-year basis. In line with Easton (2004), our cost of equity estimates using the PEG ratio

are higher than those estimated using the P/E ratio.

Table 3 here

Table 3 shows cost of equity increases almost monotonically as quality of management

decreases; the difference between the average cost of equity of the best and worst managed

For instance, in December 2000, for a firm with March year-end we estimate E, by linear interpolation of
the forecasts for years ending March 2001 and March 2002 as at December 2000.

For the same firm, we estimate E, by linear interpolation of the forecasts for March 2002 and March 2003
as at December 2000.

14



firms is -6.7% (t = 3.60) using the P/E ratio and -4.7% (t = 3.05) using the PEG ratio.'' The
difference in expected returns is strikingly similar to the difference in average next year
BHR from table 1 (5.4%). The difference in residual returns (realized — expected) between
the best and worst ranked deciles is a statistically and economically insignificant 1.4% per
year (t = 0.78) on the P/E basis, and 1.0% per year (t = 0.43) on the PEG basis.'> Consistent
with the evidence of Fama and French (2002) among others on equity risk premia, realised
returns (table 1) are much higher (an average of 9.7% above the risk-free rate) than
expected returns (an average of 2.0% above the risk-free rate on the P/E basis and 3.5%
above the risk-free rate on the PEG basis). Consistent with the results of the factor model
approach of the previous sub-section, the best managed firms have lower expected returns
than the worst managed firms.

Finally, to test whether quality of management has an influence on subsequent stock
returns after taking into account expected returns, we employ Fama and MacBeth (1973)
regressions of the form:

{Fi} =a+b QM; + ej (7)
where:

Fi is the respective dependent variable and QM;, is the quality of management ranking for
portfolio 1 at the end of December of year t.

Results are presented in table 4. The positive (0.66) and statistically significant (t =
2.26) coefficient on the quality of management variable in model (i) shows that poor
management is associated with significantly higher realised stock returns (BHR) over the

next year, consistent with Malmendier and Tate (2005) and Wade et al. (2006). However,

The cost of equity for the best managed firms is lower than that for the worst firms in 13 out of our 14
sample years on both bases. The associated non-parametric Wilcoxon rank sum z-statistic is 3.04 (exact p
=0.002).
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models (ii) and (iii) show that poor management is also associated with higher expected
returns on both P/E (coefficient = 0.60, t = 4.93) and PEG (coefficient = 0.46, t = 4.66)
bases, indicating these firms are viewed in the market as higher risk. Finally, models (iv)
and (v) show that the quality of management rankings have no influence on residual returns
(realised — expected), with the coefficients on QM statistically insignificant for both Respg
(t =0.23) and Respgg (t = 0.70). As such, table 4 confirms the evidence of table 2 that the
subsequent realised returns of well managed firms are consistent with differences in level
of risk. Our results, based on expected returns in contrast to the existing literature, again

clearly demonstrate the market is informationally efficient in this context.

Table 4 here

(iii) Is management quality value relevant?

The results of the previous sub-section demonstrate that reputation rankings have no
influence on subsequent stock market performance of firms once we control for expected
returns. This is consistent with market efficiency — publicly available information,
including that about quality of management, will already have been impounded in market
prices, and lack of subsequent outperformance does not necessarily mean that it is not value
relevant.

We employ the well established Ohlson (1995) valuation model to assess value
relevance of our management quality metric. The model provides an appropriate
framework to measure the incremental contribution to firm value of variables other than
book value and current earnings (Quirin et al., 2000). It explicitly recognises that some

value relevant information will appear in accounting numbers with a time lag. Since

"2 The non-parametric Wilcoxon rank sum z-statistic is 1.35 (exact p = 0.18) on the P/E basis and 0.16 (exact
p = 0.88) on the PEG basis.
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management reputation is built over time,"? we follow Easton (1999) and use price level
rather than returns regression. Ohlson (1995) derives his valuation function (equation 7, p.
670) as:

Py =bi(E;— Dy) + b, BVE; + b3 v; (8)
where:
P = market value of the firm’s equity at time t,
E, = earnings of the firm for the period (t-1, t),
D, = net dividends paid at time t,
BVE;, = net book value at time t, and
vV, = information other than abnormal earnings.

We make several modifications to the basic valuation equation:

(1) We assume zero dividends at time ¢,

(i1) Information other than that contained in current earnings and book value is
assumed to be represented by management quality,

(iii) Table 1 above, as well as the extant literature (e.g. McGuire et al., 1990),
demonstrate prior firm performance influences quality of management rankings,
leading to endogeneity between these measures and market value and hence biased
OLS coefficients. Thus, we employ two-stage least squares regressions with
lagged values of market value, B/M ratio, return on assets and prior year returns as

instrumental variables in the first stage. We then use the estimated quality of

'3 Table 3 highlights the lack of change in cost of equity from t-1 to t+1 consistent with the stability of firm

quality of management rankings over time.
4" This is similar to the formulation used by Barth et al. (1998) and Graham et al. (2003) among others.
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management scores to generate a new set of rankings in the following second stage

regression:
MV, =a+b NI +b,BVE, +b,QM, +e, 9)
where:
MV;j; is the market value of equity of firm i at the end of December of year t,
NI is the net income of firm i for year t,

BVE;; is the book value of equity for firm i at the end of year t,
QM . 1s the quality of management within industry rank for firm i in year t using scores

generated by the first stage regression.

(iv) Finally, Barth and Kallapur (1996) argue that the coefficient estimates of such
price level equations could be biased due to scale differences in the cross-section
of firms. Thus following Easton and Sommers (2003), who argue that market
capitalization is the appropriate scale variable, we use weighted least squares
regression to remove the bias due to scale.

In an informationally efficient market, if better management is an asset (following the
resource based view of the firm) then it will generate abnormal income in the future and bs
will be negative. However, if good management reputation leads to behavioural distortions
and value destruction (Malmendier and Tate, 2005), it will lead to lower income in the
future and bs will be positive. If management quality is not relevant to firm valuation, bs
will be zero. The results of Fama and MacBeth (1973) regressions using equation (9) are

presented in table 5. As can be seen, the coefficient on quality of management is negative

'3 Although the standard errors of such a second stage regression formulation are biased, this does not matter
here since these standard errors are not used to compute t-statistics in Fama-MacBeth regressions.
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and highly significant (t = 3.84) demonstrating that better management is associated with

higher market value. '°

Table 5 here

Our findings so far show that while management quality is value relevant and has a
positive impact on market value, the market is informationally efficient with respect to this
information. Lack of relationship between management quality and subsequent returns is

therefore not surprising.

(iv) Quality of management and future operating performance

The results of the previous sub-section demonstrate that the market’s belief that well
managed firms will earn superior future profits is reflected in market values. While there is
a consensus in the literature that prior financial performance is an important determinant of
management reputation, there is little agreement on whether such management skill has any
impact on future financial performance. Malmendier and Tate (2005) find the performance
of firms with ‘superstar’ CEOs declines after the award year while Wade et al. (2006) find
no difference in operating performance of firms subsequent to their CEOs receiving a
Financial World CEO of the year award. On the other hand Bloom and Van Reenan (2006)
find good management practices are associated with higher profitability.

If superior (inferior) past financial performance is due to good (bad) luck rather than
any superior capability, there will be strong mean reversion in profitability in the following
year. On the other hand, if management is an inimitable and non-tradeable asset that
provides firms with sustainable competitive advantage, then not only should firms with

superior managements earn higher current profits, their above normal profitability should

' The coefficient on quality of management is negative for 12 out of the 14 years (p = 0.013 for sign test).
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persist for a longer time. In contrast to existing work which only considers subsequent
profitability, we also test for degree of mean reversion in operating profits on an individual
firm basis.

Table 6 presents summary statistics for the profitability of firms by portfolio decile. It
shows that the profitability of firms in all ranking deciles (except the worst) decreases after
the ranking year. The results are consistent with Wade et al. (2006) but inconsistent with
Malmendier et al. (2005), better managed firms do not experience significant deterioration
in operating performance in the year subsequent to the ratings. Our evidence is also
consistent with that of Fama and French (1995) — although better managed firms (which are
also larger and have lower B/M) experience a decline in profitability they nonetheless
remain much more profitable than poorly managed firms (which are smaller and have high

B/M).

Table 6 here

(v) Quality of management and mean reversion in profitability
Finally, to test the hypothesis that better ranked firms have slower mean reversion in
profitability, we again run Fama and MacBeth (1973) cross-sectional regressions of a form
similar to Fama and French (2000): 17
RoAii+1 — RoAj = a + b; RoAj; + by QM;; + b3 NDPj; + by DP;*QM;
+ bs NDP;*QMj; + b (RoAj; — RoAj.1) + e (10)
where:

ROA is the earnings before interest and taxes divided by book value of total assets,

""" This formulation assumes quality of management and realized change in next year’s profits are not co-
determined. Consistent with this argument, adopting a parallel two-stage least squares regression approach
as in the previous sub-section provides essentially identical results.
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QM is the quality of management within industry rank,

NDP is the negative deviations from industry median RoA,

DP is the difference between RoA for firm i and industry median RoA, and
i and t are the firm and time subscripts respectively.

Results are presented in table 7. The coefficient on RoA shows strong mean reversion
in profitability, on average 14% of the RoA figure. The lagged change in profitability
coefficient is also large and significant. Importantly, however, the coefficient on quality of
management is negative (-0.34) and highly significant (t = 3.06) indicating that better
managed firms, consistent with our expectations, have slower mean reversion. The
coefficients on other terms are not significant showing that speed of mean reversion does

not differ when profitability is below average or above average.'®

Table 7 here

Our findings clearly demonstrate the value of good management as measured by
Management Today rankings, in contrast to existing work. Past superior performance of
well managed firms is not (purely) due to luck, it is (at least partly) due to the superior
ability of the management as evidenced by continued high profitability and slower mean

reversion in profitability for such firms.

4. SUMMARY AND DISCUSSION
This paper makes a unique contribution to the debate on whether management quality
is a meaningful construct. Specifically, we work with a clean measure of quality of
management, Easton (2004) expected returns in addition to realised returns, Ohlson (1995)

test of value relevance and the Fama and French (2000) test of mean reversion in

'8 The coefficient on quality of management ranking is negative in 12 out of 14 years (p = 0.013 for the sign
test).
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profitability. Our more appropriate empirical methods lead to much clearer and more
definitive results than existing work. In particular, we find that while firms with good
management appear to underperform firms with poor management, as in earlier studies, this
is just a manifestation of the lower cost of equity of well managed enterprises. Also,
consistent with the resource based view of the firm, and contra Malmendier and Tate
(2005), we find that good management enhances firm value: well managed firms have
higher profitability, are able to sustain superior operating performance for longer, and are
rewarded by higher market valuations. The observed lack of relationship on a risk adjusted
basis between management quality and subsequent returns is due to such information being

efficiently priced by the market, rather than due to its lack of inherent value.
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Table 1: Summary statistics of decile portfolios based on quality of management

Each year, all the companies in the Britain’s Most Admired Companies list that were listed on the London
Stock Exchange in January of the calendar year immediately after the publication of the respective annual
survey are aggregated into ten portfolios based on their within industry quality of management rank. The
‘best’ portfolio contains all the companies ranked 1 in each industry and the ‘worst’ portfolio contains all the
companies ranked 10 in each industry. Mean size is the average of the mean market capitalisations of the
stocks in each portfolio on 30" April of the survey year (t), mean B/M is the average of the mean B/M of the
stocks in each portfolio on 30™ April of year t, prior year BHR is the annual buy-and-hold return on the
portfolios from May of year t-1 to April of year t, and post-survey BHR is the annual buy-and-hold return on
the portfolios from January to December of year t+1. Annual EPS growth is the average annual EPS growth,
and EPS stability is the standard deviation of EPS over the five years prior to portfolio formation. B/M is the
ratio of book value (shareholders’ equity — preference capital + deferred taxes — minority interests) as at the
end of April of year t and market capitalisation on that date. Companies delisted during the holding period are
assumed to earn the respective portfolio returns subsequently. The t-statistic is for the test of difference
between the best and worst ranked firms.

Portfolio Mean Mean  Prior-year Post-survey Annual EPS EPS
rank size (£m) B/M BHR (%) BHR (%) growth (%) stability (%)
Best 11069.0 0.40 20.6 13.7 13.5 16.7

2 7357.5 0.45 19.6 13.7 10.3 13.4
3 4311.5 0.46 18.0 14.9 10.5 14.0
4 3429.3 0.47 18.1 14.4 8.6 15.4
5 2787.8 0.52 15.3 16.0 6.9 18.9
6 2238.7 0.54 16.7 17.4 9.9 16.1
7 2167.2 0.59 8.3 16.0 54 20.6
8 2099.2 0.62 9.6 15.6 5.6 23.7
9 2048.7 0.63 9.3 20.3 0.6 23.9
Worst 1840.2 0.76 5.1 19.6 1.2 27.1
Overall 40570 0.54 14.4 16.1 7.5 18.8
average
best = 156 5.9 123 104
worst
t-statistic (2.44) (2.21) (4.96) (2.35)

28



Table 2: Quality of management and subsequent risk-adjusted returns

Portfolios are formed as follows: at the end of December of each year, all stocks in the Britain’s Most Admired Companies list for that year and listed on the London
Stock Exchange are grouped into 10 portfolios based on their within industry quality of management rankings. Rp, is the equally-weighted return on portfolio P in
month t, Rg, is the 1-month Treasury Bill rate at the beginning of month t, Ry, is the value-weighted return on all stocks listed on the London Stock Exchange in month
t, SMB, is the return on the mimicking portfolio for the size factor in month t, HML, is the return on the mimicking portfolio for the B/M factor in month t and WML
the return on the mimicking portfolio for the momentum factor in month t. Stocks that are delisted during the holding period are assumed to earn portfolio returns for
the rest of the period. Figures in brackets are t-statistics. The following regression is carried out for each of the 11 portfolios:

Rpi— Rrr=a+ b (Rye - Rg) + s SMB; + h HML, + w WML, + ¢, 3)
Portfolio rank )

Coefficients \]?3; st ¢

Best 2 3 4 5 6 7 8 9 Worst ors

0.00 -0.03 0.12 0.07 0.10 0.07 -0.03 -0.08 0.13 0.36 -0.35
a (0.02) (-0.19) (0.71) (0.39) (0.53) (0.32) (-0.15) (-0.41) (0.65) (1.12) (1.15)

1.14 1.17 1.08 1.10 1.26 1.16 1.19 1.13 1.16 1.19 -0.06
b (30.04) (24.52)  (24.80) (23.73) (25.31)  (20.79)  (21.31) (21.06)  (22.76) (14.03) (0.69)

0.10 0.15 0.23 0.27 0.31 0.41 0.42 0.47 0.40 0.44 -0.34
S (2.71) (3.05) (5.33) (5.80) (6.29) (7.33) (7.62) (8.83) (7.91) (5.19) 4.11)

0.11 0.14 0.14 0.25 0.30 0.31 0.33 0.43 0.40 0.42 -0.31
h (2.35) (2.38) (2.66) (4.50) (5.04) 4.57) (4.88) (6.67) (6.43) (4.10) (3.15)
-0.12 -0.14 -0.07 0.00 -0.02 -0.02 0.06 -0.03 0.01 0.14 -0.25
w (-2.56) (-2.35) (-1.38) (-0.05) (-0.35) (-0.35) (0.94) (-0.39) (0.17) (1.29) (2.51)
Adjusted R? 0.85 0.79 0.79 0.78 0.80 0.74 0.74 0.76 0.77 0.56 0.08
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Table 3: Average cost of equity

Each year all the companies in the Britain’s Most Admired Companies list that were listed on the London
Stock Exchange in January of the calendar year immediately after the publication of the respective annual
survey are grouped into 10 portfolios based on their within industry quality of management ranks. Columns 2
to 4 report the time-series mean of average cost of equity computed on a P/E basis for all the firms in our
sample for which analysts’ forecasts for EPS are available for two periods subsequent to December of the
year the survey is published, and are > 0. Columns 5 to 7 report the time-series mean of average cost of
equity derived on a PEG basis for all the firms in our sample for which analysts’ forecasts for EPS are
available for three periods subsequent to December of the year the survey is published, and are > 0. t refers to
December of the year of the rankings, t-1 refers to December of the year preceding the rankings and t+1 refers
to December of the year subsequent to the rankings. The t-statistic is for the test of difference between the
time series average cost of equity of the best and worst ranked firms.

Portfolio Cost of equity (P/E basis) Cost of equity (PEG basis)
rank t-1 t t+1 t-1 t t+1
Best 6.8 6.8 6.6 8.3 9.2 8.7

2 6.6 7.1 7.0 8.3 8.6 9.2

3 7.0 7.1 7.2 8.8 9.2 9.0

4 7.4 7.4 7.4 9.1 9.1 9.5

5 8.4 8.3 8.2 9.6 9.9 11.2

6 8.8 8.4 8.3 10.6 10.0 10.1

7 9.5 10.0 9.8 10.5 10.6 10.9

8 10.0 10.3 9.1 11.2 10.8 10.5

9 9.1 9.2 9.5 10.7 11.7 11.2
Worst 12.4 13.6 10.0 13.4 13.9 10.8
Overall 8.5 8.7 8.2 9.9 10.2 10.0
Best —Worst | 56 6.7 3.4 5.0 4.7 2.1
t-statistic | (4.19) (3.60) (4.31) (4.50) (3.05) (4.28)
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Table 4: Quality of management, realised returns and expected returns

Each year all the companies in the Britain’s Most Admired Companies list that were listed on the London
Stock Exchange in January of the calendar year immediately after the publication of the respective annual
survey are analysed. BHR is the annual buy-and-hold return on the portfolios formed on quality of
management decile ranks (1 = best, 10 = worst) from January to December of year t+1, where t refers to the
survey year. rpg is the cost of equity calculated on a P/E basis, and rpgg is the cost of equity derived on a PEG
basis. Respg and Respgg are the residual portfolio returns computed as the difference between realised return
and expected return on P/E and PEG bases respectively. Companies delisted during the holding period are
assumed to earn the respective portfolio returns subsequently. Figures in brackets are the t-statistics. Slopes
are estimated by Fama-MacBeth cross-sectional regressions for each of the 14 years in the sample period
using the following equation:

{Fi} =a+b QM +¢; @)
where:

F, is the respective dependent variable for portfolio i at time t, and QMj, is the quality of management ranking
for portfolio i at the end of December of year t.

Dependent

Model variable Intercept QM
. 12.52 0.66
@) BHR (3.08)  (2.26)
(i) . 5.52 0.60
PE (8.22) (4.93)

(i) . 7.76 0.46
PEG (14.87)  (4.66)

. 7.00 0.06
(v)  Resee (183)  (0.23)
4.76 0.20
V) Resprg (1.18)  (0.70)
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Table 5: Market value of equity and quality of management

Each year all the companies in the Britain’s Most Admired Companies list that were listed on the London
Stock Exchange in January of the calendar year immediately after the publication of the respective annual
survey are analysed. MV, is the market value of equity of firm i at the end of December of year t, NI;; and
BVE; are the net income and book value of equity of firm i respectively based on the latest annual report
available at the end of December of year t, and Qm, is the derived within industry quality of management rank

for firm i in year t based on an appropriate first stage regression. Figures in brackets are the t-statistics. Slopes
are estimated by Fama-MacBeth cross-sectional regressions for each of the 14 years in the sample period
using the following second stage weighted least squares regression:

MV, =a+b NI, +b,BVE, +b,QM, +e, ©)
Intercept NI BVE; QM; AdjR?
6) 0.03 0.63 0.67 0.36
(1.63) (2.75) (6.04)
(i1) 0.16 0.52 0.72 -0.02 0.41
(4.22) (2.25) (6.31) (3.84)
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Table 6: Operating performance

Each year all the companies in the Britain’s Most Admired Companies list that were listed on the London
Stock Exchange in January of the calendar year immediately after the publication of the respective annual
survey are grouped into 10 portfolios based on their within industry quality of management ranks. The table
reports the time-series average of medians of return on assets (RoA) computed as the ratio of earnings before
interest and taxes and book value of assets for the year before the ranking is published (t-1), the year of
publication (t) and two years after the publication (t+1 and t+2). The t-statistic is for the test of difference
between the time series average RoAs of best and worst ranked portfolios.

Portfolio RoA

Rank t-1 t t+1 t+2
Best 12.29 11.22 10.48 9.55
2 11.07 10.73 10.54 9.31
3 10.43 10.01 9.22 8.56
4 9.85 10.18 9.69 8.81
5 9.57 9.26 8.31 7.71
6 8.98 8.58 8.05 7.28
7 8.97 8.45 7.85 7.41
8 8.78 8.04 7.05 6.84
9 8.07 6.76 6.55 6.84
Worst 7.07 5.48 5.65 5.86
Overall 9.57 8.99 8.39 7.93
Best — Worst 5.22 5.74 4.83 3.69
t-statistic (11.39) (11.55) (7.36) (5.54)
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Table 7: Mean reversion in profitability

Each year all the companies in the Britain’s Most Admired Companies list that were listed on the London
Stock Exchange in January of the calendar year immediately after the publication of the respective annual
survey are analysed. Return on assets for firm i (RoA;) is computed as the ratio of the earnings before interest
and taxes and book value of assets and QM is the within industry quality of management rank in year t. DP;
is the difference between RoA;; and industry median RoA,, and NDP; = DP; when DP; is negative, 0
otherwise. Figures in brackets are the t-statistics. Slopes are estimated by Fama-MacBeth cross-sectional
regressions for each of the 14 years in the sample period using the following equation:

RoA;; — RoA; = a + b; RoA;; + b, QM;; + by NDP;, + by DP;*QM;; + bs NDP;*QM;;

+ bg (ROA; — RoA;.)) + €; (10)
a by b, b3 by bs be Adj R*
1.62 -0.14 -0.34 -0.18 -0.03 0.02 -0.16 0.30
(1.77) (2.28) (3.06) (0.93) (1.29)  (0.49)  (3.45)
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