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This study concentrates on the short term stock price effect of Finnish 

corporate layoff announcements. Second, it examines layoff 

announcements under different cross-sectional analyses in order to 

analyze whether there exist distinct firm related characteristics which could 

help to explain the rationality behind observed investor reaction. Third, it 

further discusses the company reporting of layoffs and the Finnish layoff 

environment.  

 
Details of 83 publicly disclosed layoff announcements for Finnish 

exchange-listed companies were gathered for the five-year period from 

June 2000 to June 2005.  Standard event study methodology was used to 

examine the share price response to layoffs and to test the developed 

characteristics sub-hypotheses. 
 
The empirical results of this thesis show that, on average, investors see 

layoffs as negative news for the value of the announcing company. Pre-

announcement reaction to layoffs is negative, supporting the U.S. and 

U.K. findings, but in contrast to many previous studies, the reaction is fully 

captured pre-announcement. Evidence was also found for the four 

examined factors which explain market reaction: return on assets, 

business cycle, corporate governance, and firm and management 

reputation. 
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Tutkimuksen tavoitteena on tutkia lyhyen aikavälin markkinareaktiota 

suomalaisten pörssiyhtiöiden irtisanomisilmoituksiin. Lisäksi tutkitaan 

poikkileikkausmenetelmän avulla, vaikuttavatko erilaiset yrityskohtaiset 

tekijät siihen miten osakemarkkinat suhtautuvat irtisanomisiin. Kolmantena 

tutkimuksen kohteena ovat maakohtaiset irtisanomisiin liittyvät tekijät sekä 

kuinka ekstensiivistä on yritysten tiedottaminen irtisanomisista. 
 
Aineisto sisältää 83 julkisesti annettua irtisanomistiedotetta viiden vuoden 

aikaväliltä (kesäkuu 2000 - kesäkuu 2005). Osakemarkkinoiden 

keskimääräistä reaktiota sekä kehitettyjä alihypoteeseja tutkittiin 

hyödyntämällä tapahtumatutkimusmetodia.   

  
Empiiriset tulokset osoittavat, että sijoittajat näkevät irtisanomiset 

keskimääräisesti negatiivisina uutisina yhtiöiden markkina-arvon kannalta. 

Irtisanomisilmoituksia edeltävä markkinareaktio on negatiivinen tukien 

aiempia tutkimustuloksia Yhdysvaltojen ja Iso-Britannian markkinoilta. 

Erona aikaisempiin tutkimuksiin on kuitenkin se, että negatiivinen 

markkinareaktio on täysin hinnoiteltu jo ilmoitusta edeltävänä aikana. 

Tukea löytyi myös kaikille yrityskohtaisille alihypoteeseille, jotka selittävät 

sijoittajien reaktiota irtisanomisilmoituksiin: koko pääoman tuotto, 

suhdannesykli, corporate governance sekä yrityksen ja johdon maine. 
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1.  INTRODUCTION 
 
The past two decades shareholders have witnessed an increasing amount 

of layoffs by firms in an attempt to achieve greater efficiency. A downsizing 

scheme often results in reduction of employees which affects throughout 

the organization. Ordinarily, an objective of such action is to provide 

organizations with greater efficiency and flexibility in adjusting to the 

competitive environment.  

 

With the arrival of the new millennium, the global economy found itself in a 

period of turmoil and retrenchment with bursting of the ICT bubble, the end 

of the historic ten year economic expansion in the United States, and the 

decline in equity prices globally. Doubtlessly, by-product of this kind of 

descending economic environment is increasing amount of companies 

announcing layoffs. Personnel reductions are also widely covered in the 

media as the topic closely has an effect not only on owners of the 

company but also on individual households and their basic income and 

security. From this it follows that layoffs are often seen as notorious 

decisions and not enough weight is put on the fact that they are natural 

response to declining demand, and in many cases necessary and 

constructive steps to ensure competitiveness and corporate survival. For 

example, when Elisa, a Finnish telecommunication company, announced 

large layoffs based on the simplification of the organizational system, 

company was criticized heavily in the media for giving a boot to employees 

even though it was making a positive net profit. And moreover, market 

faced criticisms for compensating the company by increased stock price 

as company was known to be inefficiently organized. From the 

shareholder’s perspective this was a value increasing decision and served 

the ultimate goal of the company, which is not  maximization of the number 

of employees but maximization of the shareholder value. However, from a 

financial point of view, the interesting question is how investors perceive 

and react to layoff announcements on average. In other words, how the 

overall information set of layoff announcement is valued. As the topic is 
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current, and the number of layoffs has increased due to recent global 

slowdown and restructuring of industrial activity, time can be viewed very 

fruitful for study of this kind.  

 

The literature is rather quiet on the subject but the number of studies has 

increased during the end of the 1990s and beginning of this millennium. 

Studies are primarily concentrated on U.S market (e.g., Worrel, Davidson 

& Sharma 1991; Lin & Rozeff 1993; Palmon, Sung & Tang 1997; Elayan et 

al. 1998; Chalos & Chen 2002) but recently also other markets such as 

United Kingdom (e.g., Collet 2002; Mc Knight, Lowrie & Coles 2002) and 

Japan (Lee 1997) have been covered. However, according to author’s 

knowledge there is no publicized research concentrated on the Finnish 

stock market. In previous studies, there is a consistent finding that the 

market responds negatively to the announcements, but some authors find 

that the response is largely captured during the pre-announcement period. 

Studies also indicate that the reaction might be weaker outside the U.S.  

 

1.1 Objectives and methodology 
 

The purpose of this paper is to research market reactions to Finnish layoff 

announcements in general, as well as under different cross-sectional 

analyses in the time period of June 2000 to June 2005. These findings are 

contrasted to findings of previous event studies of market reaction to layoff 

announcements. However, it is also of interest to examine the layoff 

environment and the information content of layoff announcements, in a 

more general level, as well as the interpretation of market reaction to layoff 

announcements. The research questions of this study are as follows: 

 

Q1 How extensive is Finnish company reporting of layoff 
announcements and what are the characteristics related to the 
disclosure of the announcements? 

 
Q2 How does the market react to Finnish company announcements of 

layoffs? 
 



3 

Q3  Are there any firm specific characteristics which explain the market 
reaction to Finnish layoff announcements? 

 
Q4  Is the market reaction to the Finnish layoff announcements 

anticipatory (rational expectations), contemporaneous (neo-
classical), or delayed (myopic)? 

 

The first question is addressed when the available data is considered and 

subjective qualitative analysis of announcements is gone through, and 

Finnish layoff environment is analyzed. The other questions can be 

examined by employing the event study methodology.  

 

1.2 Limitations  
 
The empirical part of this study concentrates on the short term market 

reaction to Finnish layoff announcements within the event window of 21 

trading days. However, some interesting points arise from the literature. 

Studies (e.g., Cascio 1993; Ballester, Livnat & Sinha 1999) indicate that 

information content of announcements is likely to be difficult for the market 

to fully price because of the time it takes for actual results of downsizing to 

become known. Also the post-announcement long-term financial 

performance has been the object of interest in many studies (e.g., De 

Meuse, Bergmann & Vanderheiden 1997; Cascio 1998) as it may take 

several years before the positive effects materialize (Byrne 1994). Even 

though these aspects are interesting and worth examining, these 

perspectives are not covered within the limits of this study.   

 

This study will also try to analyze whether there exists distinct firm related 

characteristics which could help to explain the rationality behind observed 

investor reactions. It is not purposeful to cover all the determinants that are 

found to have statistical support in previous studies. Only few have been 

tested in order of importance for this study, and more priority is given to 

new hypotheses development. Characteristics hypotheses based on 

subjective analysis of announcements are not considered as a researcher 

related conscious or unconscious bias (Franz, Crawford & Dwyer 1998) 

might occur. The Finnish data set also sets some limits for testing.    
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Interpretation of market reaction to layoff announcements (rational, neo-

classical or myopic) is examined within the 21 day event window. 

However, some studies report results for longer periods such as 30 days 

pre-announcement (Woolridge 1988) and 60 days surrounding the event 

(Collet 2002) 

 

The sample period is the recent five years, so the comparison, for 

example, to the 1990s is not possible and the number of observations is 

lower than in previous U.S. studies.  

 

1.3 Structure  
 
The remainder of this thesis is organized as follows. Chapter 2 presents a 

literature review of the previous studies and previous empirical results 

regarding the subject matter of this study. It also takes a look at the role of 

the information in capital markets. The discussion about research 

questions and Finnish layoff environment, as well as the hypotheses 

development, is provided in Chapter 3. After the data collection method 

and data characteristics are described in Chapter 4, and event study 

methodology is covered in Chapter 5, Chapter 6 presents the empirical 

results of the Finnish data set of this study. Finally, Chapter 7 concludes 

the thesis. 
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2. THEORETICAL FRAMEWORK 
 

2.1 The role of the information in capital markets 
 
When a market reaction is considered, one could ask why such reaction 

should exist in the first place. The answer is asymmetric information. 

Information asymmetry means information that is available to some people 

but not to others. In other words, the asymmetric information is held only 

by one side. In case of capital markets, this means that managers may 

have material information about a company’s activities that has not been 

disclosed to the public.1 Furthermore, when managers disclose this 

information, which is relevant to the market, the share prices should react 

positively or negatively depending on the attributes of the announcement.   

 

The international stock exchange rules require companies to notify the 

exchange without delays of any major new information which may lead to 

substantial price movement in their listed securities.  Rules are intended to 

provide equal access to information to all investors, and thus a fair market 

to company’s securities. (Collet 2002: 1183) But actually, how the word 

“major” is determined? One would expect managers to make such an 

announcement for any development which they consider to be price 

relevant. However, it might also be expected that managers would tend to 

favor making announcements which have positive share price impact. 

Interesting enough, layoff announcements are one type of voluntary 

disclosure announcements. Thus, managers should infallibly consider 

whether the information is price relevant and maybe face the trade-off 

between their own equity stake and legal consequences of failing to report 

price relevant information. 

 

The efficient market hypothesis (EMH) developed by Fama (1965), states 

that a market cannot be outperformed because all available information is 

                                                 
1 It should be noted that it is illegal for anyone with access to this information, also 

referred as insider information, to make trades based on it. 
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already built into all stock prices. Researchers have a wide range of 

viewpoints as to how efficient the market actually is and how efficiency 

should be measured. As we know, market efficiency has varying degrees: 

strong, semi-strong and weak. Stock prices in a perfectly efficient market 

reflect all available information. Different degrees, however, suggest that 

the stock prices’ responsiveness to relevant information may vary. The 

semi-strong form of EMH has formed the basis for most empirical research 

as well as for event study methodology used in this study. 2 

 

Neo-classical interpretation of market reaction (Tobin & Brainard 1977) 

says that the market evaluates and responds to the details of the capital 

investment at the time of announcement, setting the prices higher if the 

investment has a positive net present value (NPV). According to Rational 

Expected approach, the market captures the information pre-event. 

Burton, Lonie & Power (1999) do not give results for the period prior to 

announcement or, indeed, for the days after day 1. Their results suggest 

that the market fails to fully capture the implication of announcements 

before the day of announcement. In a myopic manner, market reacts 

slowly and only after the announcement. This is in line with the approach 

taken by Woolridge (1988), who found that the market was still reacting 

positively to capital expenditure announcements 30 days after the event 

day. Collett (2002) reports negative reaction to layoff announcements and 

positive to new job announcements for sub periods of the 61 days 

surrounding the announcement and including the event day in U.K market. 

However, statistically significant results are placed on the event day and 

30 days prior the event in both cases, indicating that market is reacting 

according to Rational Expected approach.  
 

2.2 Downsizing from an organizational perspective 
 

“20 years ago, few people were familiar with the term “downsizing”. Today, you 

would be hard pressed to find someone who has never heard of the word.” 

(Appelbaum, Patton & Shapiro 2003: 23) 

                                                 
2  For further information see, e.g., Fama (1991).  
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Now that the role of information in capital markets has been discussed in 

previous section, closer look to downsizing can be taken in order to 

determine how the outsider investors perceive the information content of 

layoff announcements. In other words, do investors convey the new 

information of layoffs as good news or as bad news for the value of the 

announcing firm? 

 

When literature regarding to this topic is considered, besides layoff or 

downsizing, reader may face different terms such as redundancy, 

restructuring, rightsizing, refocusing, or re-engineering. Hence, a quick 

review to the terminology is worth taking. Definition of layoff by Chen et al. 

(2001) is that layoff is a permanent termination of a significant number of 

employees from the company’s payroll. Downsizing is also defined by 

Freeman & Cameron (1993) as a set of activities, undertaken on the part 

of the management of an organization, designed to improve organizational 

efficiency, productivity, and/or competitiveness; it presents a strategy 

implemented by managers that affects the size of the firm’s workforce and 

work processes used. The key element of this definition is the fact that 

downsizing represents a conscious decision by management. According to 

Dewitt (1998), there exist three types of downsizing. The first approach is 

“retrenchment” which consists of maintaining a firm’s scope while 

maintaining or even augmenting outputs. The second downsizing 

approach is called “downscaling” witch involves the use of permanent cuts 

in human and physical resources to maintain product line and market 

scope yet reduce output to bring supply in line with the demand. This 

approach concentrates on realignment between operations and the 

environment while maintaining the current activities. The most radical 

approach is “downscoping”, which consists of selectively shrinking a firm’s 

boundaries by eliminating product lines and simplifying organizational 

system and processes. This approach usually combines both physical and 

human resource reductions. In this study, employee downsizing and 

layoffs are considered as analogously terms.      
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Although there has been great deal of discussion concerning the effects of 

downsizing on organizational performance in the media and professional 

literature, there have been relatively few empirical studies published in the 

academic journals. However, there appears to be two different theoretical 

perspectives regarding the impact that layoffs will have on the financial 

performance of an organization. One perspective is the psychological 

contract theory and the other is economic theory.  

 

The psychological contract theory explains that there is a mutual 

relationship emerging between employees and their organization.3 The 

relationship is based on the expectation that each party will fulfill its 

obligation. According to De Meuse et al. (2004), in terms of the employee, 

this denotes that individuals will work hard, will be committed to updating 

their work skills, and will support the organization’s goals. In contrast, they 

continue that the organization is expected to provide a stable employment, 

offer competitive wages and benefits, and provide opportunities for 

individual development and promotion. Any organizational restructuring 

can have a potential effect on the organization’s ability and willingness to 

fulfill its obligation in that relationship. Specifically, employees will perceive 

downsizing as a violation of the employer’s responsibility to provide a 

stable employment and positive work environment (Morrison & Robinson 

1997). Employees’ perception of a contract violation may have an adverse 

effect on their work performance and correspondingly a negative impact 

on the financial side of performance.  

 

The paper done by Buono (2003) suggests that following the layoffs, the 

survived individuals may reduce their organizational contributions such as 

motivation to perform, long-term commitment to the organization, and/or 

neglect to engage in activities that will directly benefit the company’s 

goals. Other consequences might be sympathy with victims, effects on 

survivors’ mental and physical health, and increased work related stress 

(Kozlowski et al. 1993). It seems also logical that when a large number of 

                                                 
3 Rousseau (1989) defines the psychological contract as “a set of mutual obligations that 

emerges during an employee’s tenure with an organization”.    
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employees are laid off, the amount of work required performing by the 

remaining employees increases greatly (Pfeffer 1998). Researchers have 

named this phenomenon as “layoff survivors’ syndrome” – the social and 

psychological impact of downsizing on layoff survivors (see, e.g., Meyer 

1995). A study by Kivimäki et al. (2000) found that employees in work 

groups experiencing job cuts where more than twice as likely to take sick 

leave as those employees in a cohort work group not experiencing 

downsizing. Overall, the psychological contract literature theorizes that 

layoffs will have an adverse effect on the financial performance of the 

company.  

 

The firm’s reputation is also very important strategic resource, and 

perhaps due to social implications of layoffs, these announcements are 

greatly discussed in the news, newspapers, and in other media. Therefore 

it can be expected that layoff announcements will decrease shareholder 

value due to negative effects of downsizing on workers but as well as 

industrial relations. Flanagan and O’Shaughnessy (2005) examined how 

layoffs affect on the reputations of firms. They found that layoffs have a 

negative impact on a firm’s reputation and that this relationship is 

significantly stronger for newer firms than older ones. Limited support was 

found for the hypothesis that larger firms’ reputations will be covered from 

the adverse effects of a layoff on their reputations.    

 

The other theory views the effect of organizational downsizing primarily 

from economic perspective. This theoretical approach is based on the 

assumption that executives engage in downsizing to reduce organizational 

costs while simultaneously enhancing financial performance. Such a 

perspective is built upon an “economic/rational paradigm” (McKinley, Zhao 

& Rust 2000) Economic theory proposes that organizational downsizing 

has a positive effect on company’s financial performance, because it 

enables management to eliminate redundancies, streamline operations, 

and reduce labor costs. Maybe the most direct effect of a layoff on firm’s 

profitability will be in the area of labor costs. Since a layoff is a reduction in 

the number of employees, layoffs will decrease a firm’s labor costs in the 
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long run (Neinstedt 1989). This decrease in labor cost would increase the 

firm’s profitability, ceteris paribus. However, there are short term costs 

related to layoffs (e.g., severance payments) and hiring and training costs 

resulting from the need to replace periodically laid-off workers (Atchison 

1991). According to Abraham & Kim (1999) the dominant view is that long-

term cost saving effect of layoffs may be greater than the additional costs 

associated with severance pay, hiring and training new employees. Among 

the other possible ways in which layoffs would increase efficiency are the 

elimination of needless tiers of management (Carroll 1994), enabling the 

remaining employees to be more responsive to customers needs, 

enhancing the communication process (Hymowitz 1990) and expediting 

decision-making process (Neinstedt 1989). Caves and Krepps (1993), 

analyzing the effects on layoff announcements occurring between 1987 

and 1991, found that while layoff announcements in general decreases 

shareholder value, returns did not fall in response to the layoff of white-

collar workers than that of blue-collar workers. This can be seen as 

support to the view of Carroll (1994) and Neinstedt (1989).    

 

There are numerous studies which show improving post announcement 

financial performance after layoffs (e.g., Chalos & Chen, 2002; Chen et al. 

2001; Elayan et al. 1998). De Meuse, Bergman & Vanderheiden (1997) 

made an empirically-driven analysis of downsizing over time. They tracked 

several measures of financial performance of Fortune 100 companies over 

a five-year period 1987 through 1991. Specifically, the researchers 

examined 35 companies without layoffs and compared their financial 

performance to 17 firms which announced layoffs in 1989. They measured 

indices of financial performance two years prior to the announced layoff, 

the same year, and two years following it. Findings were that the group of 

17 companies which announced layoffs did not differ financially from the 

35 without layoffs one and two years prior to the announcement. As 

expected, financial performance differences between the two groups of 

companies emerged during the announcement year and then surprisingly 

increased in magnitude each of the following two years. T-tests revealed 

that the layoff firms had significantly lower means for profit margins, return 
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on assets (ROA), return on equity (ROE), and the market-to-book ratios for 

the announcement year as well as each of the two subsequent years.4  

The only exception to the pattern of the results was that financial index, 

asset efficiency, was not significantly different between subgroups in any 

phase of the examined period. Consequently, this study demonstrates that 

downsizing had no apparent effect on increasing profits or hindering the 

downward spiral of financial performance.             

 

In one of few investigations to directly assess financial performance, 

Cascio (1998) examined 311 companies in Standard and Poor’s 500 that 

downsized between 1981 and 1990.  He measured the following indices: 

(a) return on assets, (b) cost of goods sold, (c) expenses to sales ratio, (d) 

profit margin, and (e) stock price. Cascio (1998) computed financial 

performance averages for the three years prior to the layoff announcement 

(“pre-downsizing”) and three years of following the year of downsizing 

(“post-downsizing”). The results were that none of those financial variables 

were significantly affected following downsizing. Furthermore, financial 

performance during the pre-downsizing period was unrelated to the 

magnitude or frequency of downsizing conducted. Overall, Cascio (1998: 

69) concluded that “downsizing per se did not appear to lead to improved 

company financial performance, nor did it have a detrimental effect on 

company financial performance”.  

 

Both De Meuse, Bergman & Vanderheiden (1997) and Cascio (1998) 

failed to examine the financial effects of downsizing on the turbulent 

decade of the 1990s. Furthermore, De Meuse, Bergman & Vanderheiden 

(1997) and Cascio’s (1998) studies only examined financial performance 

three and two years post-announcement. Some researchers like Byrne 

(1994) have stated that it may take several years before the positive 

effects of layoffs materialize. De Meuse et al. (2004) examined the long-

term relationship of organizational downsizing on the five commonly used 
                                                 
4 For example, mean profit margins for the companies which laid off were 6%, 6%, 4%, 

2%, and 0% in 1987, 1988, 1989, 1990, and 1991, respectively. In contrast, same 
percentages for no-layoff companies were 6%, 6%, 7%, 6%, and 5%, respectively, for 
those same years. 
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measures of financial performance from 1987 to 1998. They found that 

downsized companies performed significantly poorer up to two years 

following the announcement measured by financial indices. However, 

beginning with the third year, none of differences reached a statistical 

significance. The data showed that firms which downsized were 

significantly under-performing the firms which did not downsize in the year 

of the announced layoff. However, three years after the announcement 

occurred and for the remaining years investigated, the firms that had laid 

off were not significantly under-performing their counterparts. It seems that 

downsizing helped those companies to improve their financial success 

relative to the non-downsizing firms. This viewpoint is also consistent with 

the economic theory proposed by McKinley, Zhao & Rust (2000). That is, 

the decision by the executives to reduce employees did result in a financial 

improvement. Furthermore, it can be argued that the downsizing decisions 

implemented by executives may have saved the organization from 

continuing financial deterioration and possible bankruptcy. De Meuse et 

al.’s (2004) study shows that the literature and inconclusive results 

discussed above could be due to relatively short period downsizing was 

examined or due to lack of objective indices that measure an 

organization’s financial performance.    
    

2.3 Hypotheses and characteristics explaining the 
rationality behind the investor reaction             

 

Worrell, Davidson & Sharma (1991) can be treated as pioneers of this field 

of study as they were the first who where studying the relationship 

between layoff announcements and shareholder value. According to them, 

whether the announcement will affect shareholder returns positively, 

neutrally, or negatively will depend on two things: the firm’s perceived 

financial condition at the time the layoff is announced and the perceived 

reasons given to explain why the layoff is being implemented. If investors 

view layoffs as a way to financially troubled firm to survive, they may view 

them as a good thing and react positively. The reaction could be neutral if 

the company’s financial problems were well known and both the 
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company’s employees and market analysts expected layoffs to happen. In 

other words, the announcement would provide no new information and the 

market would not react. Finally, the investors might view the 

announcement as a signal that an announcing firm really is in financial 

problems, and negative share price effect would be likely to occur. The 

paper of Worrell, Davidson & Sharma (1991) is more investigative in 

nature and clear hypotheses are missing. However, the researchers have 

been continued to build on their work.            

 
The efficiency hypothesis, as well as the following declining demand 

hypothesis, was developed by Lin & Rozeff (1993) and later adjusted by 

Elayan et al. (1998). According to efficiency hypothesis, if management 

acts in the best interest of shareholders then it will make layoffs when the 

present value of the expected net cash savings from those layoffs exceeds 

the present value of the cash benefits from keeping the employees. Thus, 

when layoffs are seen to produce positive net present values, one would 

expect a positive market reaction to the announcement. The market would 

presumably judge that reductions in costs, or variabilization of fixed costs, 

should lead to productivity benefits or risk reductions which would justify 

share price higher than it would otherwise be the case. A company that 

holds output constant whilst cutting costs, improves profits and increases 

shareholder value. Moreover, if the market anticipates the announcements 

of efficiency motivated cost cutting then the share price should rise already 

pre-announcement and there would be no reaction to the actual 

announcement itself. This is explained by the fact that market already 

knows the correct state of the company before announcement is 

publicized, and there is no information asymmetry between investors and 

management. This has been characterized by Lin & Rozeff (1993) and 

Elayan et al. (1998) as the efficiency hypothesis.  

 

Cascio (1993) argues that the anticipated economic benefits of layoffs 

should be lower expense ratios, enhanced profits, increased return on 

investment, and higher share prices. However, he adds that the 

information content of announcements is likely to be difficult for the market 
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to fully price because of the time it takes for actual results of downsizing to 

become known. Anyhow, his expectation on market reaction was also 

positive because the announcement is a signal of action from the 

management part.   

 

Elayan et al.’s (1998) main theorem behind the hypotheses was that the 

market reaction to layoff announcements depends on the information set 

available. They argue that positive reaction related to efficiency hypothesis 

requires existence of publicly known financial problems before the 

announcement, which motivates the downsizing decision, and anticipation 

of improved performance from the investors’ part following the 

announcement. This is in line with Worrell, Davidson & Sharma (1991) and 

their assumption that if investors view layoffs as a way to financially 

troubled firm to survive, they may view them as a good thing and react 

positively. According to Elayan et al. (1998) return on equity (ROE) is the 

best indicator of efficiency and financial performance, and if the layoff is 

expected to increase the performance and the efficiency as measured by 

ROE, then this increase will be more evident for firms with lower ROE 

values than firms with higher ROE values.5 Hence, under their efficiency 

hypothesis, firms with ROE below the general industry average6 are 

expected to have more positive market reaction to layoff announcements 

than firms with ROE above the general industry average. According to 

Elayan et al. (1998), the financial problems could be due to low 

performance and efficiency but also due to an inefficient labor force. To 

measure the labor force’s efficiency they present two indices: sales per 

employee (SL/EM) and net income per employee (NI/EM). For same 

reasons regarding ROE discussed above, under their efficiency 

hypothesis, firms with lower ratios of SL/EM and NI/EM are expected to 

have a more positive market reaction to layoff announcements than the 

firms with higher ratios of SL/EM and NI/EM.7        

 

                                                 
5 Prior abnormal returns may also proxy for firm efficiency (see, e.g., Palepu 1986).  
6 Proxy for firms with publicly known financial problems before the announcement. 
7 SL/EM and NI/EM as a proxy for firms with an inefficient labor force. 
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In contrast to efficiency hypothesis, Lin & Rozeff (1993) presented 

competing decreased demand hypothesis which is related to declining 

stock prices as the layoffs and other cost cuts are regarded as a reaction 

to decreased demand for the products or services of the firm. According to 

Lin & Rozeff (1993), even if the layoff announcement by the management 

is maximizing the present value related to decision, investors would see 

the demand problem as a bigger issue and put more weight to that. Thus, 

under decreased demand hypothesis, the market reacts negatively to 

layoff announcements and the fall is captured prior to announcement and 

there will be no reaction to announcement itself. Elayan et al. (1998) 

referred decreased demand hypothesis and came up with few extensions. 

The hypothesis which had much resemblance with decreased demand 

hypothesis was nominated as “declining investment opportunities” 

hypothesis. In their paper, the view of negative demand related 

information was extended to concern any possible deterioration of the 

future prospects of a company, such as any information that would 

indicate to the market that the business, investment, and/or growth 

opportunities of the announcing company are not as good as previously 

expected. If the market expects that the firm has good investment and 

growth opportunities evidenced by high ROE, then the market reaction is 

expected to be negative. This is because the layoff announcement 

represents new information about company’s future, and will then cause 

investors to revise their expectations about the future prospects of the 

company. Conversely, if investors believe that company has bad outlooks 

evidenced by low ROE, then market reaction is expected to be neutral, 

since financial problems were well-known already pre-announcement and 

such a disclosure brings no new information to the market. The same 

reasoning applies also to the work force efficiency determinants (SL/EM 

and NI/EM) under the declining investment opportunities hypothesis. 

Regardless of extensions, the main hypothesis of the negative market 

reactions is in line with Lin & Rozeff (1993).   

 

Palmon, Sung & Tang (1997) also continued the theoretical work by Lin & 

Rozeff (1993). According to them, unexpected decisions that result from 
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unexpected efficiency gains should increase the shareholder value. In 

contrast, layoffs related to adverse market conditions, such as demand 

declines or input price increases should be associated with declines in 

sales and profitability measures. Furthermore, these announcements 

should be associated with declines in firm values. These hypotheses are in 

line with efficiency and declining demand hypotheses and as a matter of 

fact, include pretty much same content in different words. However, maybe 

the most valuable argumentation in this paper of Palmon, Sung & Tang 

(1997) is their hypothesis of publicly cited reasons for layoffs. They argue 

and give empirical evidence that publicly cited reason for layoffs by the 

management helps to explain the market reaction. They show that 

efficiency-related information content of the reason of layoffs should be 

seen as positive information. In contrast, information content related to 

decline in demand should be seen as negative information. Furthermore, 

Bhabra, Bhabra & Boyle (2004) argue that if layoff announcement cite a 

decline in market conditions one would expect a decline in fortunes and 

perhaps layoffs from many competitors as the industry sector declines as 

a whole. Bhabra, Bhabra & Boyle (2004) call this to “contagion effect” and 

found some evidence as well. 

 

Along with the efficiency determinants (Elayan et al. 1998) and publicly 

stated reasons (Palmon, Sung & Tang 1997) discussed earlier, existing 

event study literature seeking to provide cross-sectional explanations to 

abnormal returns related to layoff announcements can be categorized as 

follows:   

 

Capital Structure 
Debt levels indicate the degree of alignment of managers’ incentives with 

the interest of shareholders (Chang & Hoffmeister 2002). Debt payments 

force managers to pay out cash to bondholders and this reduces the level 

of unprofitable investments the firm is able to make with free cash flow 

(Jensen 1986). Hanka (1998) examined the disciplinary role of debt and 

found that firms with higher debt reduce their employees more often. Ofek 

(1993) also documents that firms with high leverage are more likely to 
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reduce employees following a period of poor performance; the threat of 

bankruptcy forces managers to make offsetting changes in their firms’ 

operating strategies. Furthermore, Maloney, McCormic & Mitchell (1993) 

argue that managerial decision in highly leveraged firms is more aligned 

with the shareholders’ interest. Chang & Hoffmeister (2002) used total 

debt per market value to explain abnormal return in case of layoff 

announcements and their hypothesis was that the market would view the 

layoff of employees more favorably for firms with higher levels of debt. 

They also found significant empirical evidence for that hypothesis. Their 

results are in line with Maloney, McCormic & Mitchell (1993) who found 

that stock returns at acquisition announcements are higher for bidder with 

higher financial leverage.  

 

The size of layoff 
The size of a layoff announcement has been shown to matter in the U.S. 

(Elayan et al. 1998; Chang & Hoffmeister 2002) but also in the U.K. market 

(Collet 2002). Large downsizing programs lead to a more negative 

reaction from the market. Elayan et al. (1998) and Collet (2002) has 

measured this variable by dividing the number of layoffs by the number of 

jobs at start of the year when layoff announcement occurred. 

 

The size of the company 
Palmon, Sung & Tang (1997) found that company size is positively 

associated with abnormal returns for companies suffering from falling 

sales and making redundancies. This result might suggest that large 

companies are less efficient than smaller ones and a decision to increase 

labor productivity is welcomed by the market. Prior studies also indicate 

that market surprises are larger for small firms because small firms are 

less closely followed by the market than larger firms (see, e.g., Barry & 

Brown). Thus a layoff announcement would have a greater impact on the 

shareholder value in smaller firms (Chang & Hoffmeister 2002). 

Furthermore, firm size has also been found to bias inference in event 

studies because smaller capitalization stocks have higher risk-adjusted 

returns on average (Fama & French 1993).  
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Industry characteristics 
Considerable attention has been paid to industry characteristics when 

companies make investment decisions. For instance, Zantout & Tsetsekos 

(1994) found that market reaction to announcements of increased 

research and development (R&D) spending is significantly positive 

(negative) for companies which operate in high growth (low growth) 

industries. Lang, Stulz & Walkling (1989) found that shareholders of 

companies with large investment opportunities do better than companies 

with low investment opportunities in case of takeovers. The implication of 

these studies is that the market seems to prefer low growth companies to 

pay cash to shareholders rather than to invest further in R&D or assets. 

Collet (2002) argues that in case of layoff announcements, a positive 

reaction is anticipated for companies in low growth activities. He uses 

book to market ratio (B/M) to proxy for the company’s investment 

opportunity set. According to Elayan et al. (1998), an alteration of human 

capital should have a greater effect on the value of service industry 

companies than non-service companies. Thus, service-oriented 

companies, which rely more on human capital and less on physical assets, 

are expected to face a greater market reaction to layoffs than 

manufacturing oriented companies, which rely more on physical assets 

than human capital.     

  

Prior performance of the company 
As discussed earlier, it is possible that the market could have anticipated 

layoff announcements because of the prior performance of company.  

Elayan et al. (1998) did not find this in the U.S., but they did find a 

negative (positive) announcement period response for companies with 

above (below) industry average ROE.  

 
Initial vs. sequential layoffs  
Layoff may be classified as a first (initial) or a series (sequential) of 

announcements relating to a downsizing strategy. Some companies are 

reducing staff several times over a short (less than one year) period, 
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investors may, therefore, become quite accustomed to a layoff 

announcement where it forms a part of a sequence, and react less 

negatively than if the layoff was the first such an event in that firm’s history 

(McKnight, Lowrie & Coles 2002). Hence, it could be assumed that market 

reacts more negatively to instances of first announcements from 

companies who had never previously made such announcements, as 

opposed to those companies that had made a series of such 

announcements. Significant empirical evidence for this characterization 

can be found from the U.K. market (McKnight, Lowrie & Coles 2002) as 

well as from the U.S. market (Elayan et al. 1998). 

 
Business cycle 
Investor reaction to layoffs may need to be viewed in the context of the 

prevailing economic climate. Layoffs during the time of expansion of 

business activities could be judged as proactive as it shows a willingness 

to cut expenses even during good times, or it could be a sign that a 

particular company is failing even when demand is high and economic 

outlook is promising. Correspondingly, layoffs during the time of 

contraction of business activities may be viewed either negative due 

decreasing prospects in the industry or positively as a proactive response 

to tough times. While this was not the goal of the paper of Chatrah, 

Ramchander & Song (1995), they did segment four periods between 1981 

and 1992. They found negative abnormal returns in the two recessionary 

periods and one expansionary period in the 80s, and positive abnormal 

returns in the recessionary period of the 90s, and thus, no conclusive 

support for this view. However, Elayan et al. (1998) argue and found 

evidence that during the period of contraction of economic activities, 

companies may layoff personnel in anticipation of lower earnings and bad 

performance; layoffs during period of expansion of business activities may 

be considered as an attempt by the company to increase its efficiency. 

Thus, they assume that layoffs during the contraction phase of business 

activities are associated with a more negative market reaction than during 

an expansion phase of business cycle.  
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Union and non-union firms 
Unions, in behalf of their members, are viewed as competing with 

shareholders for corporate wealth. The greater the level of unionization, 

the lower the profitability of the firm as measured by shareholders’ return 

(Hirsch 1991). Shareholders may perceive that their interests are better 

served in non-union, or less unionized company. Certainly unions elevate 

the costs of wages and benefits, but off setting productivity gains, where 

they are achieved, may neutralize the impact on labor costs (Belman 

1992). According to Rose & Chaison (1996), still, the perception that 

unions elevate labor costs continues to be a powerful motivator for 

management opposition to unionization. Unions may not extract monopoly 

profits, that is, claim larger shares in highly concentrated industries. 

Instead, unions compete for expenditures such as R&D (Hirsch & Connolly 

1987) and capital investments (Voos & Mishel 1986). Overall, what is seen 

as good for the union and its members is generally viewed as detracting 

from shareholder value. Pouder, Hindman & Cantrel (2004) examined 

whether investor anticipation of future performance differs between union 

and non-union companies following layoff announcement and found that 

the stock market reaction is negatively related to non-union companies 

and positively related to union companies. However, only the reaction 

related to non-union companies was statistically significant.                

 

Chalos & Chen (2002) took a different approach to publicly stated reasons 

for layoffs by developing three sub-hypotheses. However, it should be 

noted that all the characteristics mentioned above are justified by 

somewhat statistically significant empirical evidence, but  Chalos & Chen 

(2002) found statistically significant evidence only for the “revenue 

refocusing” hypothesis. Hence, a broad-scale discussion of the theoretical 

justification for other two sub-hypotheses is left out. 

 

Revenue refocusing 
Revenue refocusing has been the primary reason associated with 

employee downsizing. According to Chalos & Chen (2002), revenue 

refocusing emphasizes the firm’s core competences. Considerable 



21 

evidence indicates that lack of monitoring by owners, poor board 

oversight, and excessive free cash flows permit managers to diversify 

beyond maximal efficiency to the detriment of stakeholders (Jensen 1991). 

Jensen (1991) also argues that the corporate restructuring boom of the 

1980s increased the efficiency of diversified firms by refocusing their 

activities on a reduced set of investment opportunities. Alexander, Benson 

& Kampmeyer (1984) found that positive abnormal returns occurred on the 

announcement date of voluntary divestitures related to revenue 

refocusing. John & Offek (1995) reported that announcement stock returns 

were greater for focus-increasing divestitures. Desai & Jain (1999) found 

that firms that reduced product diversification and refocused strategy 

improved ROA and ROE values, supporting claims that overly diversified 

firms lose their efficiency and earn declining rents. Based on this 

theoretical background and several other studies regarding divestitures, 

refocusing, and firm value (e.g., John, Lang & Netter 1992; Markides 1995; 

Bergh 1996) Chalos & Chen (2002: 850) hypothesized that “Employee 

downsizing announcements related to revenue refocusing result in: (a) 

positive cumulative abnormal returns (CAR) and (b) superior post 

announcement industry financial performance.”  

 

Cost cutting 
According to Chalos & Chen (2002), cost cutting is the second most 

common employee downsizing approach and a cost cutting strategy 

maintains the firm’s product scope and focuses on productivity gains and 

cost reduction. As discussed earlier, evidence related to cost cutting is 

scant and mixed. That may explain why Chalos & Chen (2002) did not find 

statistically significant support for this claim. They hypothesized that layoff 

announcements related to cost cutting result in positive CARs and superior 

post-announcement financial performance for the announcing company. 

 

Plant closure 
Chalos & Chen (2002) argue that plant closure may be efficient when firms 

have over-invested in plant capacity or if closure eliminates inefficiency 

scaled plants. Previous research (e.g., Chan, Gau & Wang 1995; Bartov, 



22 

Lindhal & Ricks 1998) shows significantly negative price reactions to plant 

closure and asset write-downs. This might be explained by negative signal 

about the announcing firm’s future investment opportunities or market 

believes that managers are making poor divestiture decisions or that plant 

closing signals future declining sales (Chalos & Chen 2002). Thus, they 

hypothesized negative CARs and below average post-announcement 

industry financial performance for companies announcing downsizing 

related to plant closings. 

 

2.4 Empirical results from previous studies 
 

This section gathers the relevant studies somehow similar with this thesis. 

In order to present the studies in clear and logical manner Table 1 

summarizes the results and attributes of the studies which have examined 

the market reactions to layoff announcements by using event study 

methodology.  

 
Table 1 
Overview of the relevant previous studies concentrated on the market reaction to layoff 
announcements. Studies are presented in a chronological order and results are 
concerning all announcements unless mentioned otherwise. Event window is presented 
in days and day 0 is the actual event day. Symbols * (**,***) indicate significance at the 
.10 (.05, .01) level.   

Author(s) Market Sample 
period 

Obser-
vations  

Event 
windows 

Results (%) 
and t-stat. Sig. 

Worrel, Davidson & 
Sharma (1991) 

U.S. 1979-1987 194 -90 to 90                
-90 to -5                   
-5 to 5 
-2 

-1.99            
-2.15             
-1.42***    
-0.26 

    -1 -0.45*** 
     0  0.21 
    -1 to 1 -0.40* 
     1 to 90 -0.96 
      

Lind & Rozeff 
(1993) 

U.S. 1978-1985 383 -1 to 0 -1.35 

Chatrath, 
Ramchander & 
Song (1995) 

U.S. 1981-1983       
1984-1990       
1991-1992 

35         
56         
140 

 0 to 1  
 0 to 1 
0 to 1                      

-1.21*           
-0.76*  
 0.38**          

Iqbal & Shetty 
(1995) 

U.S. 1986-1989 149 -1 to 0 -0.30** 
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Table 1 (continued) 

Author(s) Market Sample 
period 

Obser-
vations  

Event 
windows 

Results (%) 
and t-stat. Sig. 

Palmon, Sun & 
Tang (1997) 

U.S. 1982-1990 646 -1 to 0  
0 to 1                      

 1 to 10 

-1.22***        
-1.43*** 
-1.84* 

      
Lee (1997) U.S.       

Japan 
1990-1994       
1990-1994 

300       
43 

-2 to 2                      
-2 to 2 

-1.78***        
-0.56*** 

      
Elayan, Swales, 
Maris & Scott 
(1998) 

U.S. 1979-1991 646 -1 to 0 -0.64*** 

      
Chen, Mehrotra, 
Sivakumar &Yu 
(2001) 

U.S. 1990-1995 349 -1 to 0 -1.20*** 

      
Chalos & Chen 
(2002)1 

U.S. 1993-1995 293 
 
 
236 

-1 
 0  
1                             

-1     

 0.15*  
 0.71*   
 0.82**          
 0.04 

    
 0   
1                             

-0.14  
 0.05             

   135 -1  0.00 

    
 0 
1                             

 0.04            
-0.09 

      
Collet (2002) U.K. 1990-1999 54 -30 to -1  

 0 to 1   
2 to 30                    

-3.47**          
-1.43***        
-0.43 

      
McKnight, Lowrie & 
Coles (2002) 

U.K. 1990-1995 147 -1 to 1                      
-2 to 2                      
-3 to 3        

-1.48**          
-2.05***        
-0.48* 

    -4 to 4  -0.76* 
    -5 to 5 -0.87* 
  1980-1984 88 -1 to 1 -0.79 
    -2 to 2 -1.40** 
    -3 to 3 -1.54 
    -4 to 4  -0.49 
    -5 to 5  0.00 
      
Farber & Hallock 
(2003)2 

U.S. 1970-1979       
1980-1989       
1990-1997 

1505     
1491     
884 

-1 to 1                    
-1 to 1                   
-1 to 1 

-0.28***        
-0.91***  
 0.13**          

1 First series of abnormal returns refers to revenue refocusing sub-sample, second series      
refers to cost cutting sub-sample, and last series refers to plant closing sub-sample.2 In 
this study significance levels are *** 0.001, ** 0.01, and * 0.05.  
 
The studies in Table 1 are presented in a chronological order and results 

are covering the whole sample unless mentioned otherwise. Each paper is 
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discussed separately and important findings and implications are pointed 

out.     

 

Worrel, Davidson & Sharma (1991) found out that the overall market 

reaction to layoff announcements is significantly negative. The market 

reaction was more negative to announcements where financial problems 

were cited as a reason for layoffs than to announcements with 

restructuring or consolidation related reasons. They also show that 

consistent market decline, started around t -50, appeared to stabilize for all 

announcements and as well in financial layoff subgroup. According to 

Worrel, Davidson & Sharma (1991) this could indicate that layoff 

announcement signal to investors that firm is seriously fighting against 

decline in financial performance. Similarly, the market perception to 

permanent layoffs is more negative than perception to temporary layoffs, 

and finally, market reacts more negatively to large layoffs than minor ones. 

Furthermore, a case for pre-announcement information leakages was 

made. This paper can be considered as a pioneer study and it provided a 

basis for further studies in this field of research.         

 

Lin & Rozeff (1993) built the efficiency and decreased demand hypotheses 

framework and, therefore, this study can also be seen as a forerunner in 

the research of layoff announcements and shareholder value. They 

pointed out that layoff announcements are following after the stocks of 

companies have experienced substantial negative abnormal returns, and 

on average the market reaction associated with the layoff announcement 

is negative. The overall conclusion of Lin & Rozeff (1993) was that layoffs 

announcements provide negative news to the investors about companies’ 

future demand conditions. This is based on the results that are consistent 

with the decreased demand hypothesis. Furthermore, their evidence 

suggest that the market learns when decreased demand occurs causing 

share prices to fall and leading to market anticipation of layoffs. 

 

Chatrah, Ramchander & Song (1995) segmented four periods between 

1981 and 1992. They found negative abnormal returns in the two 
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recessionary periods and in one expansionary period in the 80s and 

positive abnormal returns in the recessionary period of the 90s. They 

argue that results are indicating a shift in how investors perceive the 

layoffs. This was the first paper comparing layoff announcements and 

market reactions between different business cycles. 

 

Iqbal & Shetty (1995) studied the relationship between layoff 

announcements and the financial condition of the firm. The results of their 

study suggests that companies which layoff employees experienced poor 

earnings pre-announcement, corroborating the existing evidence that 

firm’s financial condition affects greatly to the market perception of layoff 

announcements. They also found that observed market reaction is more 

negative to financially strong firms than financially weak firms. This study 

is in line with Lin & Rozeff’s (1993) declining demand and Elayan et al.’s 

(1998) declining investment opportunities hypotheses. 

 

Lee (1997) was the first author to look outside the U.S. She found that 

Japanese market reaction is also significantly negative, but with 

cumulative abnormal returns less than one-third the size of the U.S. 

response. Moreover, the Japanese reactions are not depended on layoff 

characteristics and proactive layoffs yield less negative returns than 

reactive layoffs. According to Lee (1997), one reasons for weaker market 

reaction in Japan could be the wide equity cross-holding in Japan, which 

can cause information leakages. Second, there are possible inherent 

problems in Japanese data. Lastly, the corporate governance systems in 

Japan may be different when compared to the U.S. system.          

 

Palmon, Sung & Tang (1997) presented the hypothesis of publicly cited 

reasons for layoffs. They found empirical evidence that publicly cited 

reasons for layoffs by the management explain the market reaction and 

post-announcement financial performance and showed that efficiency 

related information content of the reason of layoffs is seen as positive 

information evidenced by significantly positive abnormal returns. In 

contrast, information content related to decline in demand is seen as 
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negative information evidenced by significantly negative abnormal returns. 

They also show that publicly stated reasons have an effect on the 

profitability measures years after announcement date. According to 

Palmon, Sung & Tang (1997), reasons for layoffs stated by the 

management are useful signals to interpret the impact of layoff 

announcements on shareholder value as they affect not only initial market 

reaction but also the following financial performance. Palmon, Sung & 

Tang (1997) made an interesting implication based on their results: results 

imply that management is giving accurate information concerning the 

financial condition of the firm. They argue that management’s own 

reputation could hurt due to misleading disclosure and that the 

management possibly wants to improve its position in future labor 

negotiations.   

 

The research of Elayan et al. (1998) has earned a lot of attention in 

previously discussion in this thesis as well as in many recently published 

studies. They observed a significant abnormal reaction of -0.64%, 

concerning all announcements and supporting their declining investment 

opportunities hypothesis as well as the further analysis of ROE, SL/EM, 

and NI/EM determinants. They also examined and found statistically 

significant empirical evidence for all of their six characteristics sub-

hypotheses: size of layoff, duration of layoffs, anticipated vs. unanticipated 

layoffs, reason for layoff, industry classification, and business cycle. The 

results imply that layoff announcements reveal on average negative 

information of the future prospects of the companies, which cause 

investors to lower their value conceptions. In addition, there were 

significant negative abnormal returns in pre-announcement period, similar 

to Worrel, Davidson & Sharma (1991) and Lin & Rozeff (1993). Hence, it 

could be assumed that layoffs take place after a period of decline in the 

market value of equity of the companies announcing layoffs. Finally, they 

found that corporate layoffs increased the subsequent post-announcement 

efficiency of the company and employees measured by ROE, SL/EM, and 

NI/EM determinants. 
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Chen et al. (2001) found a general average CAR of -1.2% for their two 

days (-1, 0) event window in time period from 1990 to 1995. Mainly they 

investigate the relationship between layoffs, shareholder value, and 

subsequent financial performance. Their results are not differing from the 

others discussed previously: layoffs follow the period of poor stock 

performance, announcements are associated with the negative market 

reaction, and lowest returns are attributed to the declining demand 

reasons. The study with a lot of resemblance with Chen et al. (2001) is 

made by Chalos and Chen (2002). They studied employee downsizing 

strategies and post announcement financial performance. They presented 

three hypotheses (revenue refocusing, cost cutting, and plant closure) 

Revenue refocusing strategies result in statistically significant abnormal 

returns as seen in Table 1. However, the last two hypotheses were not 

enjoying statistical significance. Revenue refocusing strategy also 

outperformed the other two in financial terms. Finally, Chalos and Chen 

(2002) are in line with Elayan et al. (1998), Lin & Rozeff (1993), and Chen 

et al. (2001) in case that downsizing strategies in average improve the 

post-announcement financial performance.         

 

Collet (2002) takes a closer look to U.K. market and use similar framework 

as Elayan et al. (1998). However, he used stricter rules to eliminate layoff 

announcements which could be contaminated by relevant prior or 

contemporaneous information. Thus, the final sample reduced from 109 to 

54 announcements. Collet (2002) found negative pre-announcement 

CARs, suggesting that the market is fully aware of companies with several 

problems. In a minority of cases, he found that the actual layoff 

announcement is well received by the market, but medians are negative 

suggesting that often the news just confirms the existing view of the 

market. Overall the results are in line with the majority of U.S. studies and 

are consistent with the declining demand (declining investment 

opportunity) hypothesis. Collet (2002) used a cross-sectional regression to 

test the characteristics hypotheses (announcement size, company size, 

book to market, and ROE), but he found statistically significant results only 

for the announcement size sub-hypothesis.     
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McKnight, Lowrie & Coles (2002) also examined the effect on layoff 

announcements on shareholder value in the U.K. market. Second, they 

further discussed the social implications of layoffs and the extent to which 

investors reactions towards layoffs may have changed over time. As 

expected, the findings of this study suggest that the U.K. market generally 

react negatively to layoff announcements. However, the importance of 

these findings is explained not only by the direction of the coefficients but 

more so in their magnitude which appears to differ in terms of sensitivity 

regarding prior U.S. research. They found that reactive downsizing 

characteristics provides a significant negative CARs (-3.46%) which is 

notably larger than reported by Lee (1997) (-2.72%) for a similar time 

period. Hence, results are suggesting that the sensitivity of investor 

reaction to layoff announcements may be more pronounced in U.K. than in 

U.S. Additionally their two findings not established by prior research were: 

U.K. market reaction appears to be much more sensitive to layoffs in the 

1990s as opposed to the 1980s, and U.K. market appeared increasingly 

sensitive towards layoffs compared their U.S. counterparts. Studies by 

McKnight, Lowrie & Coles (2002) and Lee (1997) show that there might be 

minor differences how the market anticipates and reacts to the layoff 

announcements compared between markets in the different countries.      

 

Among other things, Farber & Hallock (2003) examined the share price 

reaction to a wide variety of layoff announcements in large U.S companies 

by using event study methodology. They found that share price reaction 

has become less negative over time. The reaction averaged -0.28% in the 

1970s, -0.91% in the 1980s, and 0.13% in the 1990s. More specifically, 

they document a gradual decline in the share price reaction of layoff 

announcements over 30 year period. According to Farber & Hallock 

(2003), one possible reason for this gradual decline towards zero is that 

news is no longer newsworthy. That is, there is less information content in 

announcements released more recently, so share prices react less 

powerfully than they did in the 1970s.  
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Along with the studies shown in Table 1, there is a couple of following 

studies worth mentioning before this theoretical section is concluded. 

Bhabra, Bhabra & Boyle (2004) researched both contagion and 

competitive effects on the reaction of rival firms’ share prices to layoff 

announcements. They found that for layoffs where downsizing firm’s 

management cites losses as the primary reason, the share prices of rival 

firms falls. By contrast, layoff announcements that do not cite losses are 

associated with a rise in the share prices of rival firms. Bhabra, Bhabra & 

Boyle (2004) continue that these differing outcomes are consistent with a 

management-controlled information process. “When downsizing is due to 

adverse external forces, managers have an incentive to reveal the truth 

about the underlying reasons, thereby providing negative information 

about rivals’ prospects. But when downsizing is the result of internal 

inefficiencies, managers have an incentive to obfuscate, a tactic that 

inadvertently offers positive news about rivals” (Bhabra, Bhabra & Boyle 

2004: 6) Thus, their results not only show that layoff announcements 

contain significant industry information, but also that the market does not 

always accept the announcement information at face value.          

 

One indirect long-term study worth mentioning is made by Ballester, Livnat 

& Sinha (1999). They looked at the market reaction to both company labor 

intensity and capital intensity contemporaneously and changes to the 

intensity in following 12 months. They found that capital markets reward 

companies which reduce labor intensity regardless of whether sales are 

increasing or falling. The companies which are reducing work force 

(declining sales, declining labor intensity) do best of all both 

contemporaneously and in the following year with industry-adjusted 

returns of about 24% and 15%, respectively. This is based on a simple 

average of the two categories which constitute declining labor intensity 

firms in their declining sales sample. Contrasting their results with the 

previous studies summarized is difficult because of different time horizons, 

but their results seem to be at odds with most of the previously discussed 

studies. The methodology used by Ballester, Livnat & Sinha (1999) is 

based upon company annual reports. It then allows the simultaneous 
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research of capital and labor decisions but suffers from confounding 

effects like, for example, M&A activity which can bias the results. In other 

words, they are unable to link the returns data closely to the availability of 

the annual report data. To beat these problems the event study 

methodology is used in this study to focus exclusively to the layoff 

announcements and their impact on shareholder value.      

 

2.5 Theoretical framework summary 
 
This chapter concentrates on the theoretical background of downsizing 

and organizational performance, market reactions to layoff 

announcements, and firm and layoff characteristics. Finally, the relevant 

previous studies are closely covered. The following key issues can be 

pointed out: 

 

• The fundamental reason why market reactions exist is the 
information asymmetry between the managers and shareholders. 
No-arbitrage analysis under the efficient market hypothesis states 
that stock price movements should be unpredictable and if new 
information is revealed about a firm it will be incorporated into the 
share price rapidly and rationally. Studies show that the market can 
perceive information pre-announcement (rational expectations), at 
announcement day (neo-classical), or post-announcement 
(myopic). 

 

• Layoffs are mainly carried out in order to increase efficiency (cost 
cutting) and/or flexibility. This is in line with economic theory. 
Psychological contract theory points out the indirect costs of layoffs 
mainly related to survived employees and decreased 
organizational performance. Empirical evidence is inconclusive. 
Some studies show that post-announcement financial performance 
has significantly improved in companies who announced layoffs 
while other studies show no improvement at all.  

 

• Lin & Rozeff’s (1993) efficiency and declining demand hypotheses 
have given a fundamental basis for further research and can be still 
considered as robust models to explain the observed market 
reactions.   

 

• Empirical evidence shows that layoffs seem to follow a period of 
poor share price and financial performance. Average market 
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reaction to layoff announcements has been slightly negative but 
statistically significant. However, there is some evidence that the 
magnitude may differ between countries.  

 

• Proactive restructuring strategy seems to outperform reactive cost 
cutting strategy, indicating that layoffs are not winning strategy per 
se. 

 

• The market reaction to layoff announcements is depending on the 
information set available to investors. This information set consists 
of information of previous financial condition and characteristics of 
the firms as well as publicly cited reasons for layoffs by the 
management.  

 

Finally, in most cases layoffs are necessary and constructive steps to 

ensure competitiveness and corporate survival. 
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3. RESEARCH QUESTIONS AND HYPOTHESES 
 

3.1 Research questions  
 
To point out the explicit research problem arising from the theoretical 

framework and show it in a comprehensible manner, the following 

research questions are developed for this study: 

 
Q1 How extensive is Finnish company reporting of layoff 

announcements and what are the characteristics related to the 
disclosure of the announcements? 

 
Q2 How does the market react to the Finnish company announcements 

of layoffs? 
 
Q3  Are there any firm specific characteristics which explain the market 

reaction to Finnish layoff announcements? 
 
Q4  Is the market reaction to the Finnish layoff announcements 

anticipatory (rational expectations), contemporaneous (neo-
classical), or delayed (myopic)? 

 

As layoffs are voluntary disclosures, it is of interest to examine how 

extensive is Finnish company reporting, as it, in its own way, also reflects 

information efficiency and market transparency. This question is 

addressed when available data is considered and subjective qualitative 

analysis of the announcements has been gone through together with an 

analysis of Finnish layoff environment.  

 

Despite a numerous studies, according to author’s knowledge, nobody has 

found a positive average market reaction to layoff announcements. Still, 

the examination of average market reaction is the core of this study. 

Currently, the state of the art is focusing on the firm related characteristics 

which explain the rationality behind observed investor reactions. Thus, 

testing these characteristics hypotheses is one of the primary objectives of 

this thesis. Furthermore, the main idea is not just to replicate the other 

studies but also to develop new hypotheses.  Lastly, it is of interest to 

examine the interpretation of market reaction as it may vary between 
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different markets and information contents. The rest of the questions are 

addressed by using the standard event study methodology first introduced 

by Fama et al. (1969).  

 

The sample period is five years, from June 2000 to June 2005. This period 

is selected as the layoffs have increased remarkably after year 2000, due 

to economic slowdown and its aftermath. This is important, as there have 

to be a certain amount of observations in order to get accurate and 

relevant results. It is also of interest to have up-to-date results as market 

reaction to layoffs may change in time. 

 

3.2 Country orientated characteristics of labor market 
and layoffs 

 

The corporate layoff legislations differ greatly between countries. In some 

countries it is easy and inexpensive to reduce employees. On the other 

hand, in some countries like, as a matter of fact, generally in Europe, it 

could be quite expensive to layoff employees because of, for example, 

high severance payments. The United States is a good example of the 

former situation and of the ladder, for example, Spain. 

 

In Finland, the labor union participation level is one of the highest in the 

world, but the unions’ bargain power, however, is varying among 

industries. In the year 2000, the number of labor union members 

exceeded the number of total paid Finnish employees meanwhile in the 

U.S., for example, 13.4 percent of total paid employees were union 

members (Statistics Finland 2000; United States Department of Labor 

2000). However, according to Kervinen (2001), in Finland and as in all 

Scandinavian countries, it is quite inexpensive to layoff employees 

compared to the rest of the Europe. For example, the employer 

organization is under no legal obligation to pay any severance payments 

at any rate in normal layoff situations. Normally, there is only a couple of 

months notice before the company can terminate employee contracts. 

However, firms cannot just dismiss employees for any given reason. There 
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has to be certain production or demand related reasons behind the layoff 

decision, and after layoffs are executed there are some limitations 

concerning hiring the new work force. In general, one could think that 

redundancy payments mean that the negative financial effects should be 

short-term provided and the company suffers no further losses on the 

revenue side (Begg 1991).  

 

These issues might be relevant when comparing the results of market 

reactions to layoff announcements between different countries. When 

comparing Finland to the U.S., many differences can be seen as 

discussed above. However, when compared to other rigid systems present 

in Central and Southern European countries, it can be said that Finland 

has more resemblance with the liberal employer friendly system. Hence, 

there should be no major fundamental differences when comparing the 

market reaction to layoff announcements between the U.S. and Finnish 

companies.                    

 

However, there still is one legislative aspect that is relevant for this study 

and needs to be discussed. Namely this is referred as statutory 

negotiations or just employee-employer negotiations. A legal obligation 

that all larger companies have to carry out, six weeks lasting, statutory 

negotiations before they can execute the planned personnel reductions. 

The purpose of these negotiations is that the management and employee 

representatives will debate about the company’s present situations and 

the amount of job reductions that has to be made. The publicly stated 

amount of layoffs can differ greatly from the amount of layoffs finally 

carried out. Alternative solutions observed from the sample 

announcements were placing employees to other tasks within the 

organization, early retirement programs (also referred as natural 

reductions), or further training of employees.  

 

How these aspects affect this study? First, the actual event date is the 

date when the announcement of statutory negotiation has been published. 

Thus, the word “layoff” in the title of this study could also be “employer-
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employee negotiation”. It is assumed that if company makes an official 

announcement regarding statutory negotiations with purpose to cut work 

force, eventually at least some of reductions are executed.  Moreover, the 

public announcement of starting statutory negotiations is assumed to be 

the first information about company’s intention to reduce its personnel, 

disclosed to the market. Second, according to the fact that amount of 

reductions may change from the proposed one, companies are not 

announcing number of layoffs but just planned amounts, or only number of 

persons involved. Announcements of starting statutory negotiations with 

no number of any kinds are also common in the sample. Results and final 

amount of job cuts or other actions are announced after negotiations have 

been gone through. This complicates the categorizing of announcements, 

for example, regarding the number of layoffs.       

 

One notorious but a common way is to hide layoff announcement into 

interim report, as it has been the case in many observed announcements 

for this study, or consider layoffs as an inside issue. Labor unions have 

criticized in a loud voice that firms are nowadays splitting the layoffs into 

small portions, so official announcements would not be adequate 

(Lönngren 2003). The subjective examination of announcements shows 

that firms are announcing also relatively small layoffs (for example, 

reductions concerning just one production place). On the other hand, it is 

hard or even impossible to say the number of minor announcements left 

without official disclosure. However, firms are praiseworthily announcing 

the results of negotiations even though there is no information given about 

starting them (Lönngren 2003). 

 

Helsinki Stock Exchange’s (HEX) policy is that each company should 

consider based on its own principles, in which situation it should give 

conglomerate level announcement. HEX is intensively monitoring all 

announcements and in some cases more clarification is requested. Listed 

companies should also infallibly consider what should be disclosed. 

(Sinervä 2003) When minor layoffs are considered, it seems that in some 

cases firms’ policy is to announce after negotiations have been gone 
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through. It is also reasonable to expect that official announcements about 

minor statutory negotiations (for example, concerning less than one 

percent of company’s labor force and may lead only to few partial layoffs), 

excluded stated reasons, may not have any major effect on share price. 

However, no one can disagree that in the long run, greater available 

information means greater market efficiency.   

3.3 Main hypotheses 
 
First of all, it is possible that there occurs no statistically significant 

average abnormal market reaction to layoff announcements with the data 

set of this study. According to efficient market hypothesis, the share price 

will only react to new publicly available and price relevant information. This 

would implicate that no new important information has been disclosed to 

the market. The reason for this might be that the company’s financial 

problems were well known and the market expected layoffs to happen and 

have priced this before the event window. This would be partially in line 

with the discussion provided by Worrell, Davidson & Sharma (1991) and 

Elayan et al (1998). It is, however, hardly the case in every company in the 

sample. The other reason, which could explain the neutral market reaction 

to layoff announcements, is that none of the hypotheses actually bears on 

average more influence behind the reasoning of the investors. Founded on 

these arguments and to articulate the main hypotheses in a conventional 

and testable form, the null hypothesis is as follows: 

  
Null hypothesis: There will be no average abnormal market reaction to Finnish 

layoff announcements (i.e. abnormal market reaction will be zero).                

  

Based on the previous empirical research of market reactions to layoff 

announcements, it is reasonable to expect that there will be an abnormal 

market reaction to Finnish layoff announcements on average. This is also 

the rationale for the motivation and importance of this study. However, 

even if the null hypothesis would hold, some important results can be 

drawn regarding the market perception of Finnish layoffs. If the null 

hypothesis is rejected, it automatically means that there are either 
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statistically significant positive or negative average abnormal returns 

related to layoff announcements. Hence, two competing hypotheses to 

explain investor reaction to layoff announcements are presented. These 

hypotheses are partially built on the efficiency and decreased demand 

hypotheses developed by Lin & Rozeff (1993).  As the fundamental market 

reaction is based on the way the market views the information content of 

layoff announcement, these hypotheses are simply named as a positive 

and negative signaling hypotheses: 

 

Positive signaling hypothesis 
Investors may view layoffs as an announcing company’s attempt to 

achieve direct cost savings, greater efficiency gains, implement new 

money-saving technology, and/or become more globally competitive in 

current market situation. If this is the case, layoffs would be considered as 

good news and investors may heighten their expectations of future cash 

flow and growth rate, and simultaneously the market value. Thus, the 

expected market reaction to layoff announcements is positive: 

 
Positive signaling hypothesis: There will be a positive average abnormal reaction 

to Finnish layoff announcements.      
 

Negative signaling hypothesis 
Layoffs as well as other cost cuts can be seen as a management’s 

reaction to decreased demand for the products or services, and/or 

decreased investment or growth opportunities of the announcing 

company. Even if management is maximizing the present value related to 

decision, investors would see the demand problem as a bigger issue and 

put more weight to that. Furthermore, layoff announcement may confirm 

that an announcing firm really is in financial problems. It is assumed that 

even if investors are aware of the announcing company’s situation, the 

announcement would still reveal new information about the general 

prospects or at least confirm that anticipations are factual. Summed with 

the possible psychological consequences of layoffs, the market reaction to 

layoff announcements is expected to be negative as investors lower their 
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growth and cash flow estimates, and simultaneously the market value of 

the firm. Thus: 

 
Negative signaling hypothesis: There will be a negative average abnormal 

reaction to Finnish layoff announcements. 

 

3.4 Interpretation of market reaction hypotheses  
 
Although the exact event date of layoff announcements used in this study 

is well-known, the event window is broadened up to 21 days in order to 

examine whether the market reacts in a neo-classical, rational, or myopic 

manner. Three competing hypotheses are developed. 

 

Neo-classical interpretation of market reaction indicates that the market 

evaluates and responds to the details of the announcement, setting the 

prices higher or lower depending how the market sees the information 

content in terms of NPV. Thus, it is hypothesized as follows: 

 
Neo-classical market reaction hypothesis: There will be a negative or a positive 

average abnormal reaction to Finnish layoff announcements on the 

announcement day. 

 

Rational Expectations approach indicates that the market fully captures 

the information pre-event. Thus: 

 
Rational Expectations market reaction hypothesis: There will be a fully-captured 

negative or positive average abnormal reaction to Finnish layoff announcements 

on the pre-announcement period.   

  

Finally, in a myopic manner, market reacts slowly and only after the 

announcement. Thus: 

 
Myopic market reaction hypothesis: There will be a negative or positive average 

abnormal reaction to Finnish layoff announcements only on the post-

announcement period. 
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3.5 Characteristics hypotheses      
 
Hypotheses discussed previously are testable when the whole sample is 

considered. To go into further analysis, in order to test characteristics 

which may explain the market reaction to Finnish layoff announcements, 

the overall sample is divided into sub-samples. Classifications are based 

on the characteristics hypotheses developed in this section.  

 

It should be noted that as discussed in Franz, Crawford & Dwyer (1998), 

the methodology of segmenting announcements by management’s self 

reported reasons, used in many studies, is inherently hazardous. 

Additionally, classification of an announcement is open to a conscious or 

unconscious bias of the researcher. This has been noticed to be the case 

also in subjective analysis of announcements made for this study, and 

thus classification based on reported reasons is demarcated out. The 

company’s previous performance and efficiency hypothesis, as well as 

business cycle hypothesis, are based on the work by Elayan et al. (1998). 

Lastly this paper presents two characteristics hypotheses of its own. 

According to author’s knowledge these corporate governance and 

reputation hypotheses have never been examined in this context.       

 
Company’s previous performance and efficiency 
This hypothesis is built on the work of Elayan et al. (1998). However, 

adjustments are made. If the market expects that the firm has good 

investment and growth opportunities evidenced by high return on assets 

(ROA), then the layoff announcement will come more as a surprise than 

for firm with bad outlook evidenced by low ROA. In case of low ROA, the 

financial problems are known and such a disclosure brings only a little new 

information or just a confirmation. Elayan et al. (1998) expected that under 

declining investment opportunities hypothesis the average abnormal 

returns for the low ROE companies are neutral as no new information has 

been publicized. However, it is hypothesized that even if the layoff 

announcement is only a confirmation of firm’s current state, it still would 

have a slight information value to investors. For high ROA ratio companies 
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the layoff announcement will thus cause investors to revise their 

expectations more downward or less upward compared to low ROA ratio 

companies whose problems were at least partially known already before 

the announcement. It is thus hypothesized as follows: 

 
Characteristics hypothesis 1: There will be a more negative or less positive 

average abnormal reaction to Finnish layoff announcements within the high ROA 

ratio companies than within the low ROA ratio companies. 

 

ROE, used by Elayan et al. (1998), focuses on the actual financial rate of 

return to the company’s owners. Therefore, ROE is unquestionably the 

best measure in terms of shareholder value. However, when the firm level 

efficiency and performance is measured the ROA is seen as a better 

indicator as it examines the profitability of a company in relation to capital 

invested. It is an index of overall return on investment and indicates how 

efficiently the capital is utilized. Thus, in this study, ROA is used instead of 

ROE. In order to test this hypothesis, companies are divided into two sub-

samples based on ROA ratio (above and below the median ROA for the 

preceding year-end before the announcement). 

 

The business cycle at the time of the announcement 
During the period of contraction of economic activities, firms may downsize 

because in anticipation of lower earnings and bad performance. On the 

other hand, layoffs during the period of expansion of business activities 

may be considered as an attempt by the announcing firm to increase 

efficiency. Thus it is hypothesized: 

 
Characteristics hypothesis 2: There will be a more negative or less positive 

average abnormal reaction to Finnish layoff announcements on the period of 

contraction of business activities than on the period of expansion of business 

activities. 

 

To test this hypothesis sample is divided into two sub-samples based on 

the time period within the layoff announcements exist. The choice of 

dividing the whole sample period into two sub periods is based on the 
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performance of Finnish stock market measured by Helsinki Stock 

Exchange Portfolio Index (HEXPT), and on the confidence of consumers 

measured by Consumer Confidence Index (CCI). When these indices are 

drawn, a clear turning point can be located.  

 

The idea of CCI is that if consumers are optimistic, they will tend to 

purchase more goods and services. This increase in spending stimulates 

the whole economy. Figure 1 shows how the division of the sub periods is 

done.   

 

Figure 1  
Helsinki Stock Exchange Portfolio Index (HEXP, right hand q-axis) and Consumer 
Confidence Index (CCI, left hand y-axis) on the sample period of this study. The 
HEXP index is a modified capitalization-weighted index that contains the same 
constituents as the general HEX index. The HEXP is rebalanced such that 
company’s weight cannot exceed 10 %. The CCI is a survey by Conference Board 
(U.S.) that measures how optimistic or pessimistic consumers are with respect to 
the economy in the near future. The recession period is assumed to be before 
February 2003, described by the vertical line which is followed by the expansion 
period.  
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Corporate governance 
In a nut shell, corporate governance means the relationship between all 

the stakeholders in a company. This includes shareholders, directors, and 

the management of the company, as defined by the corporate charter, 

bylaws, formal policy, and rule of law. From the shareholder’s perspective 
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good corporate governance means that the management is acting in favor 

of the owners. The main responsibility for that belongs to the board which 

represents shareholders.  

 

Gompers, Ishii & Metrick (2003) found that firms with stronger shareholder 

rights had higher firm value, higher profits, higher sales growth, lower 

capital expenditures, and they made fewer corporate acquisitions. One 

point increase in their corporate governance index (indicating worse 

corporate governance) is associated with a decrease in Tobin’s Q of 

11.4%. Lastly, they conclude that investors that sold U.S. companies with 

the weakest shareholder rights and bought those with the strongest 

shareholder rights earned an additional return as high as 8.5%. 

Meanwhile, a study by a global consultancy McKinsey & Company (2000) 

found that 75% of the 2000 institutional investors it surveyed regard board 

practices as important as financial metrics for assessing companies. A 

Finnish study of Nandelstadh & Rosenberg (2003) suggests that corporate 

governance attributes matters for firm performance. They found that 

Finnish firms with efficient (good) corporate governance have earned 

greater stock returns, are higher value based on the measure of Tobin’s Q, 

and have higher ratios of cash flow to assets, on average, in comparison 

to their counterparts with inefficient (bad) corporate governance. Finally, 

controlling for several common determinants of firm value, they found that 

firms characterized by efficient corporate governance have been valued 

higher during the examination period, measured by Tobin’s Q ratio. 

Tobin’s Q has been widely used in corporate governance studies since the 

work of Demsetz & Lehn (1985) and Morck, Shleiffer & Vishny (1985).     

 

If firm has good corporate governance, investors have greater trust on the 

fact that management is acting in favor of shareholders. In case of layoff 

announcements, it is hypothesized that investors have greater trust to see 

layoffs as a way of management to maximize the shareholder value 

through efficiency gains, etc. Good corporate governance also reduces the 

information gap (asymmetric information) between shareholders and 

management. Hence, if the firm has bad corporate governance, then the 
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layoff announcement will come more as a surprise than for the firm with 

more transparency measured by good corporate governance. Thus it is 

hypothesized as follows: 

  
Characteristics hypothesis 3:  There will be a more negative or less positive 

average abnormal reaction to Finnish layoff announcements within the 

companies with bad corporate governance than within the companies with good 

corporate governance. 

 

To test this hypothesis companies are divided into two sub-samples based 

on the board evaluation of Finnish companies published in Talouselämä 

magazine (2003). Investigation was based on the seven tests with different 

weighting (capacity 20, autonomy 20, expertise 20, control 20, 

performance 10, candour 5, and commitment 5 percent). Investigation has 

much resemblance with the corporate governance indices made in 

previous studies in the field of corporate governance research. However, 

as investigation was not done for this paper, some limitations occur. First, 

it is assumed that as the time of this investigation is placed in the middle of 

the sample period used in this study, it reflects the corporate governance 

during the whole observation period. This is quite a strong assumption. 

However, the corporate governance does not change quickly, so the 

results can give accurate information. Second, the investigation is not 

covering the whole sample used in this study.  

 

Because of these limitations, companies are also divided into two sub-

samples on the basis of modified price to book ratio (P/B)8 in order to find 

more robust evidence, if any, regarding the relationship between corporate 

governance and market reaction to layoff announcements. P/B ratio is 

assumed to be positively correlated with the efficiency of corporate 

governance.  

 

                                                 
8 Ratio is calculated in a similar manner as Tobin’s Q in Nandelstadh & Rosenberg 

(2003): a sum of market value of equity and book value of total debt, divided by the 
book value of assets. However, as the equation is just a simplification of the original Q-
ratio introduced by Tobin (1969), a name, modified price to book ratio, is used. Used 
values are year-end values for the preceding year before the announcement.  



44 

Firm reputation 
Market reaction to layoff announcements may be influenced by the 

perceived quality of management of the firm executing layoffs. A 

company’s reputation is perhaps one of its most important strategic 

resources. It can be presumed that when layoff announcement comes 

from the firm which has a good management and reputation, it is a bigger 

surprise to market than when it comes from the firm with a bad 

management and reputation. Thus, this would cause investors to re-

evaluate the reputation of the firm and its management. However, it is 

hypothesized from the alternative perspective that market sees that the 

firms with high firm and management reputation are better able to create 

value through downsizing. This has been the main idea behind the 

following reputation hypothesis:  

 
Characteristics hypothesis 4: There will be a more negative or less positive 

average abnormal reaction to Finnish layoff announcements within the 

companies with bad reputation than within the companies with good reputation. 
  

Firm reputation classification of 81 Finnish exchange listed companies is 

used to test this hypothesis. The reputation investigation was made in co-

operation with Arvopaperi magazine, Pohjoisranta Communication 

Consultants Ltd, and Taloustutkimus Ltd, and was executed in years 2003 

and 2004. They used ReMap reputation indicator developed by 

Pohjoisranta, which is based on investor survey and company data. The 

overall result table (2003) is divided into two same-sized groups (high and 

low) based on the reputation ranking. The sample used in this study is 

divided into two sub-samples regarding whether the company is in high or 

low reputation group.  

 

However, this method has some limitations of which reader should be 

aware. First, the investigation was carried out in 2003 and 2004. The 

sample period used in this study is five years, starting from the year 2000. 

Second, the causality between reputation and market reaction to layoff 

announcement could be bidirectional. In other words, reputation may have 
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an effect on market reaction to layoff announcements, but layoffs may also 

have a negative impact on a company’s reputation as Flanagan & 

O’Shaugnessy (2005) showed. This relationship may have a role when 

layoff announcements are examined using classification which is made 

post-announcement. However, there was no logical change in those 

companies’ rankings who announced layoffs between investigations in 

2003 and 2004. The average change in companies’ position between 

years 2003 and 2004 was 10.2 places and based on classification used in 

this study (divided into two subgroups) four companies performed better 

and climbed into good reputation subgroup while four companies dropped 

into bad reputation subgroup in comparison between 2003 and 2004. This 

indicates a minor variance in time between high and low half. Despite the 

limitations, this ranking is considered the best available proxy for 

management and firm reputation. This method is also partially in line with 

Flanagan & O’Shaugnessy (2005) who used data from Fortune’s 

America’s most admired companies survey for testing how layoffs affect 

the reputations of firms.    
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4. DATA 
 

In this study, corporate layoff announcement is defined in the following 

way: a corporate layoff announcement is a public disclosure from an 

exchange listed company in which the company in question announces 

publicly for the first time, that it will layoff some of its employees. The 

Kauppalehti9 Online database and Helsinki Stock Exchange (HEX) 

database are searched for layoff announcements. The Kauppalehti Online 

database is an internet-based service which contains all the articles 

published in Kauppalehti newspaper since 1988. HEX database includes 

all data disclosed through stock exchange. The observation period ranged 

from June 2000 to June 2005. The Kauppalehti database search was 

conducted using the terms “dismisses employees” and “statutory 

employer-employee negotiations” in the head line and content field.10 

From the database, 127 layoff announcements were found. Appendix 1 

shows an example of a typical Finnish layoff announcement. Each 

announcement was checked from the HEX database in order to obtain the 

exact event date, which turned out to be the previous business day in 

each case. The public HEX database did not cover the years 2000 and 

2001, so the event date was assumed to be the previous business day for 

those announcements made within this two-year period as well (20 

announcements in the final sample). Databases were also searched for 

relevant prior or contemporaneous announcements during the 21 day 

event window. For one layoff announcement, the confirmation was not 

found from the HEX database. The Kauppalehti database was used as a 

help because the HEX database search procedure was found to be 

inadequate for this kind of search. It cannot be said for sure that the data 

collection method covers every announcement that has been disclosed 

during the five-year observation period. Although it can be expected that 

Kauppalehti exhaustively publishes news about corporate events 

regarding the exchange listed companies, some announcements may 

                                                 
9  Kauppalehti is the leading daily business newspaper in Finland. 
10 ”Irtisanoo” and “YT-neuvottelut” in Finnish 
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have been left without notice by the author or have not found within the 

limits of used entries.  

 

 Table 2 
 The table provides notes about the sample i.e. how the 

final sample is constructed. 
Total sample    123 
Less contaminated sample  35 
Less very thinly traded companies 4 
Less no announcement through HEX 1 
     
Final sample     83 

 

Worrel, Davidson & Sharma (1991) did not control for relevant prior or 

contemporaneous announcements. Elayan et al. (1998) satisfied 

contemporaneous concerns by eliminating cases with confounding effects 

within the five day window of day -2 to day +2, but they did not look at the 

prior announcements which were relevant to announcement innovation 

and, hence, could influence to the market reaction. Collet (2002) use 

stricter rules to eliminate layoff announcements which could be 

contaminated by relevant prior or contemporaneous information. Thus, his 

final sample reduced from 109 to 54 announcements. The data selection 

method used in this study has much resemblance to selection method by 

Collet (2002). When two announcements occur within four months of one 

another the second announcement is dropped from the final sample. If two 

announcements are made within 21 days then both announcements 

should be dropped because of the choice of 21 day event window and 

confounding effects during that time. Companies were dropped if they had 

disclosed result, restructuring, or other major information within ten days of 

a layoff announcement. This was considered to be conservative but 

necessary to avoid contamination. Finally, very thinly traded stocks were 

dropped from the final sample. However, a small proportion of the sample 

still remains quite thinly traded. Lower bound (for example, one percent of 

company’s labor force) for relevant layoffs was also considered. Anyhow, 

as discussed earlier, the actual amounts are known after statutory 

negotiations and firms often leave the figures without publishing. Thus, this 

selection criterion was dropped out. Table 2 describes how the sample is 
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cleaned and the rules used. The further classification of the final sample is 

presented in Appendix 2.  

 

The daily stock market total return data for the time period from June 1999 

to June 2005 and market capitalization values for P/B ratio calculations as 

well as CCI data were gathered from Thomson Data Stream database 

provided by Lappeenranta University of Technology (LUT). Return on 

assets for sub-hypothesis analysis, and book value of total debt and book 

value of total assets for P/B ratio calculations were gathered from 

Thomson Financials also provided by LUT. Corporate governance 

classification was obtained from Talouselämä magazine and reputation of 

HEX listed companies research from Arvopaperi magazine. 11       

 

 

 

 

 
 
 
 
 

                                                 
11Talouselämä is a Finnish magazine concentrated on economy and investing (220,000                     

readers). Arvopaperi is a Finnish magazine for investors (51,000 readers). 
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5. METHODOLOGY 
 

5.1 Event study methodology 
 
Event studies examine the behavior of firm’s stock price around corporate 

or economic events such as corporate layoff announcements, like it is the 

case in this study. When Fama et al. (1969) developed the event study 

methodology12, they could scarcely have anticipated the academic return 

to their new methodology.  Prior to that time, “there was little evidence on 

the central issues of corporate finance. Now we are overwhelmed with 

results, mostly from event studies” (Fama 1991:1600). According to 

Sawyer and Gygax (2001), event study methodology has all the 

characteristics of a fundamental method; it is standardized in software13, it 

is inter-disciplinary having penetrated accounting and economics, and it 

confers utility at all levels of finance from an Honors dissertation to a 

Journal of Finance article.  

 

The event study methodology today is not so dissimilar to that of 1969; 

only the names and data have changed. A quick “event study” of event 

studies in the period from 1968 to the present shows that there have been 

some refinements to the methodology; the non-synchronous technique 

(Scholes & Williams 1977), the speed of adjustment measure (Hillmer & 

Yu 1979), the power and robustness shown by Brown & Warner (1985), 

and fragility shown by Coutts, Mills & Roberts (1994), and finally, the 

conditional event study of Acharya (1993).    

5.2 The event study process  
 

The theoretical basis for the event study methodology is fairly 

straightforward, based on certain key assumptions. Researchers evaluate 

stock returns, which are day-to-day changes in value of stock sold on the 

                                                 
12 For some general review articles of the event studies, see, e.g., Cable & Holland 

(1999) and MacKinlay (1997). 
13 Refers to Eventus software. 
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open market. There is a certain arithmetic anomaly14 in case of 

percentage returns, so researchers prefer to use natural logarithms rather 

than simple percentage changes to avoid this bias.     

 

The event study methodology relies on the assumption that individual 

stock returns over time can be predicted to some degree. The researcher 

then observes the actual stock returns over the period of interest and 

computes the difference between the returns that were predicted and the 

returns actually occurred. Stock returns are subject to some degree of 

“noise” or random statistical fluctuation, but event study is looking for 

returns that exceed this normal level of variation. These values are 

identified as abnormal returns15 and are attributed to the effect of the event 

on stock returns. Mathematically this is expressed as follows: 

 

)( ititit RERAR −= ,                                          (1) 

 

Where ARit, Rit, and E(Rit) are the abnormal, actual, and expected returns, 

respectively, for security i during time period t. 16   

 

If difference between the actual results and the predicted results is 

differing significantly from zero in statistical manner, it may be concluded 

that the event under study did affect stock returns and does reflect investor 

reaction to the event.  

 

Figure 2 illustrates investor reaction to an event that is perceived as 

having a negative impact on the shareholder value of the firm. As shown in 

Figure 2, on the event day (T0) is observed a sharp decline in the closing 

price of the stock. The decline in price creates a negative return to 

                                                 
14 E.g., if stock opens at 20 and closes at 21 it will have a five percent return for that day. 

If stock price returns to 20 on the next day the return will be -4.76%, and moreover, the 
average return for those two days would be 0.12%. If natural logarithms are used the 
return for day one is 4.88% and for day two -4.88% respectively and the average return 
over the two-day period in this case would be zero.  

15 Also terms “excess returns” and “unexpected returns” have been used in the literature. 
16 Note that, in accordance with the efficient market hypothesis, during non-event periods,    

abnormal returns are expected to be zero.  
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investors, and it is much greater in magnitude than the ordinary day-to-day 

fluctuations that are observed pre- and post-event. In this fictitious 

example, the impact is immediate and recovery quickly follows, with the 

daily price changes resuming their normal fluctuations right away. 

However, when daily returns resume their previous trend, the stock price 

remains well below its pre-event level. In this case, shareholder value 

suffers a prolonged loss because the average share price has declined to 

a lower level than would have been predicted without the event of T0. 

 
Figure 2  
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A general event study consists usually following steps: 

 

1. Identification of an event and the relevant event period. 
2. Construction of an event database: identification of firms and 

events that fit the criteria definition. 
3. Estimation of expected returns for each firm in absence of any 

event. 
4. Estimation of abnormal returns for each firm during the event 

period. 
5. Statistical analysis of abnormal returns. 
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5.2.1 Identification of an event and the relevant event period 
 

First step is to identify the event and the relevant event period (i.e. event 

window) over which to evaluate stock returns. In some cases, it is difficult 

to pinpoint to a particular day because the events occur over a period of 

time and information comes in over a period of time.  
 

Figure 3 
Event study time line. t=0 is the event day, period from t=T1 to t=T2 
represents the event window, and period from T0 to T1 represents the 
estimation window. Actual days used in this study are represented in 
parentheses. Note that there could be also a post-announcement 
window forward from T2. 
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Several methods are available for returns estimation, including mean-

adjusted model, the market-adjusted model, and the market model. Some 

studies have employed multifactor normal performance models motivated 

by the arbitrage pricing theory (APT). According to MacKinlay (1997) 

general finding is that with the APT the most important factor behaves like 

a market factor and additional factors add relatively little explanatory 

power. The mean adjusted method uses the mean daily return on each 

individual firm’s stock over a predetermined estimation period. The 

estimation period for mean adjusted model, as well as other two models, 

typically includes a period of 180-250 trading days. The mean adjusted 

return is used as a benchmark for the firm’s daily stock returns during the 

event period. In addition to the mean adjusted model, the market model 

and the market adjusted models are also employed in event studies. The 

market adjusted model is similar to the mean adjusted model except that 

the market’s mean return is used as the benchmark. That is, some proxy 

for the market to measure the market’s return.  

 

The Capital Asset Pricing Model (CAPM) based market model is more 

sophisticated model that incorporates a risk adjustment component to the 

estimate of returns. The model’s linear specification follows from the 

assumed joint normality of asset returns and it relates the return of any 

given security to the return of the market portfolio. This method begins by 

estimating the beta for each stock. Beta is a particular stock’s market risk 

relative to the average stock. A stock with beta of 1.0 is of average risk, 

while betas above 1.0 indicate higher risk and betas below 1.0 indicate 

lower risk. Stocks with high betas would be expected to have higher-than-

average returns in good times and lower-than-average returns in bad 

times, so a high-beta stock could show above-normal returns (at least, 

above normal relative to the “average” stock) during an event window, and 

yet still not affected by the event itself. That is, the high-beta stock might 

naturally show above-average returns, even without reaction to the 

abnormal event. Thus, the market model has been the most widely used 

methodology in event studies. According to Brown & Warner (1985), 
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methodologies based on the market model and using standard parametric 

tests are well specified under a variety of conditions. They concluded that 

market model is the best choice to be used in most cases. Founded on 

these facts, market model is also used in this study.    

  

Under the market model, the expected daily return E(Rit) for security i on 

day t is calculated as follows: 

 

          itmtiiit eRRE ++= βα)( ,                             (2a)                 

              

where iα  and βi are ordinary least squares (OLS) values estimated from 

the estimation period, and Rmt is the daily market return on day t. When 

E(eit)=0, it follows that: 

 

mtiiit RRE βα +=)(              (2b) 

  

Combined with the Equation (1), abnormal return is calculated as follows: 
 

itiiitit RRAR βα −−=       (3) 

 
In this study betas are obtained by using regression analysis to assess 

individual daily returns against the market’s returns over an estimation 

window of 250 trading days prior to the event window. The intercept (αi) 

and slope (βi) from the regression and the markets daily returns are used 

to estimate the firm’s daily stock return during the event period. The HEX 

Portfolio Index (HEXP) is used as a proxy for the market portfolio. The 

HEXP index is a modified capitalization-weighted index that contains the 

same constituents as the general HEX index. The HEXP is rebalanced 

such that company’s weight cannot exceed 10 %. Hence, it is considered 

better proxy for the market than general HEX index, which is greatly 

dependent on Nokia Corporation. Because beta is a measure of co-

movement with the market’s return and is, therefore, a measure of market 
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risk, this model is justified in an effort to achieve a better estimate of 

returns when firms are of higher or lower systematic risk than average. 

 

After the estimation model is determined and both estimated and actual 

returns are obtained for each stock within the sample, the difference 

between the two returns is computed for the event period.  

 

Finally, the abnormal returns for the individual firm are aggregated across 

all firms in the sample. These abnormal returns are examined to determine 

whether, on average, the event produces returns (good or bad) that are 

different from the returns that would have been expected. Mathematically 

average abnormal return ARt on day t is calculated as follows: 

 

∑
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where n is the number of observations. This averaging across the sample 

aims at canceling out the “noise” related to returns of individual stocks, 

and it also allow drawing overall conclusions about event examined. As 

discussed earlier, also, a cumulative effect over a period may be present 

and observable. Cumulative abnormal returns (CARs) are calculated by 

summing daily ARs across time, and the CARs are also standardized to 

determine whether cumulative returns are statistically different from zero.  

Cumulative average abnormal daily returns for event period from T0 to 

T1, , is calculated as follows: 1

0

T
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In event study framework, the examination of average ARs and especially 

the average CARs is considered more important than examinations of 

abnormal returns of individual securities. 
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5.2.3 Tests for statistical significance 
 
In order to show that the results are not just coincidental, the significance 

is tested by analyzing the statistical significance levels of the observed 

abnormal returns. This is based on the assumption that the daily abnormal 

returns are independently and identically distributed. Based on this 

assumption, for large samples, under the Central Limit Theorem, the 

distribution of average abnormal returns approaches normal distribution. 

Under the null hypothesis of abnormal performance equals zero, the 

standard t-test can be used. A standard test statistic is the ARt divided by 

an estimate of its standard deviation. Many alternative ways to estimate 

this standard deviation have been examined in the literature (see, e.g., 

Campbell, Lo & MacKinlay 1997). The test statistic is given by: 
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where ARt is day t abnormal return, and where variance, σ2, is:    
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In this study, the standard deviation is estimated from the time-series of 

average abnormal returns during the estimation period of 250 trading 

days. The test statistic is assumed to be unit normal. Similarly, the t-

statistic for the cumulative average daily abnormal returns (CARs) over a 

longer time interval in the event window is calculated as follows: 
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where  is the daily cumulative abnormal return from day T0 to day T1, 
and the terms in denominator are as in Equation (6a).      
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After the sample is divided into the sub-samples according to 

characteristics hypotheses, the average abnormal returns for all the sub-

sample pairs will be calculated separately and the results are tested for 

statistical significance with the methods discussed previously. However, in 

order to examine the statistical significance of characteristics hypotheses 

i.e. the difference between sub-samples, t-statistic is calculated as follows:     
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where ARt,1 and ARt,2 are average abnormal returns for sub-samples 1 and 

2 on event day t, and σ2(ARt1) and σ2(ARt,2) are the variance estimates of 

the average abnormal returns in the 250 day estimation window for sub-

samples 1 and 2. The variance estimators are calculated in a similar 

manner as in Equation (6b). Similarly, the differences of the cumulative 

abnormal returns (CARs) between the two sub-samples, over a longer 

time interval within the event period, are tested by the following t-statistic:   
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where (1) and (2) are the daily cumulative abnormal returns 

from day T0 to day T1 for sub-samples 1 and 2, and the terms in the 

denominator are as in Equation (8).  
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5.3 Problems with event studies 
 

Despite the fact that event study methodology is frequently used method 

in the field of finance, it has a number of problems one has to be aware of.  

First, Bartholdy, Olson & Peare (2005) investigated whether it is possible 
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to perform an event study on a small stock exchange. They examined data 

from the Copenhagen Stock Exchange (CSE), small exchange where thin 

trading is extensive. Although the CSE is smaller than HEX, their results 

can be somewhat contrasted to Finland as well.17 Their overall conclusion 

is that event studies can be performed provided that following adjustments 

are made: (a) minimum of 25 events appears to be necessary to obtain 

acceptable size and power in statistical tests. (b) Trade-to-trade returns 

should be used. (c) One should not expect to be able to consistently 

detect abnormal performance of less than 1% unless the sample contains 

primarily thickly traded stocks. (d) Researchers should present separate 

results for thickly and thinly traded stock groups. Finally, when non-

normality, event induced variance, unknown event day, and problem of 

very thin trading are all considered simultaneously, no one test statistic or 

type of test statistic dominates the others.  

 

In this study, lumped returns for thinly traded stocks are used. This is not 

in line with Bartholdy, Olson & Peare’s (2005) suggestions. However, they 

continue that it is not clear that trade-to-trade method is theoretically or 

practically superior to the lumped method. Furthermore, the sample in this 

study contains primarily relatively thickly traded stocks, and four 

companies with very thin trading are left out, in order to get test statistics 

and estimates of abnormal returns which are unbiased and reasonably 

efficient. Jain (1986) examined the influence of thin trading on the 

distribution of the abnormal returns from the market model with the beta 

estimated using the Scholes-Williams approach. When comparing the 

abnormal returns from the market model with Scholes-Williams beta to the 

usual OLS betas, he found that the difference is minimal. Also Brown and 

Warner (1985) found similar results. This also suggests that in general the 

adjustments for thin trading might not be important.  

 

                                                 
17Market value of all listed companies in Copenhagen Stock Exchange (CSE) is 

approximately ½ of the market value of all listed companies in Helsinki Stock 
Exchange. Average number of trades per business day in CSE is 11,830 and in HEX 
17,140, respectively. Figures are based on OMX exchanges statistics from January to 
June 2005.       
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Second, there exist critics of both the method’s theoretic structure and its 

applications. The debates are mainly related to statistical assumptions and 

possible violations of those assumptions. For example, the market model 

is depending on an estimate of each stock’s beta, which is theoretically a 

measure of future variability. The estimated beta from the estimation 

window is used to compute the expected returns for the period around the 

event (event window), and there is an explicit assumption that the beta is 

constant and that the past is a perfect predictor of the future. However, the 

empirical test shows that beta is not constant over time. Furthermore, the 

impact of a particular event could alter the relationship between the firm’s 

stock returns and the returns on the market. 

 

Third, in some cases, the exact event date cannot be identified with 

certainty. A common example from the U.S. studies of the layoff 

announcements and market reaction is that events are collected from 

financial publication such as Wall Street Journal. When that is the case, 

one cannot be certain if the market was informed prior to the closing of the 

market the prior trading day. The events in this study are based on the 

official Helsinki Stock Exchange releases, so the problem of uncertain 

event dates vanishes.  

 

Fourth, announcements can also be contaminated by relevant prior or 

contemporaneous information. This confounding effect can weaken the 

event study results as the abnormal performance is not related to event 

under examination. In this study, many of the layoff announcements were 

disclosed with interim report or “profit warning”, or there was some other 

confounding information during the event window. Thus, restrictive 

selection criteria were used to eliminate the confounding effects during the 

event window and hereby improve the relevancy of results.  
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6. RESULTS 
 

6.1 Main hypotheses  
 
Table 3 presents the average abnormal effect of corporate layoffs for the 

overall sample of 83 Finnish layoffs announcements during the five-year 

time period. Figure 4 shows correspondingly the graphical development of 

the cumulative average abnormal return (CAR) during the 21-day event 

window. The results imply that in general level investors seem to perceive 

layoff announcements as negative signals, or bad news, for the 

shareholder value. As it can be seen, the results support the negative 

signaling hypotheses i.e. there is a negative average abnormal reaction to 

Finnish layoff announcements. However, the event day’s average 

abnormal return (AR) is slightly negative but statistically insignificant 

indicating that the actual announcement will not reveal any new 

information and that the market will not price the confirmation about 

anticipations being factual. On the other hand, one can also question 

whether the information content related to relatively small layoffs is that 

relevant in the first place. The statistically significant ARs are placed on 

days -1 and -2, -1.33% (significant at the 1% level) and -0.82 % (significant 

at the 5% level), respectively. The cumulative average abnormal returns 

are statistically significant for intervals of [-10,-1], [-5,-1], and [-1,+1], -

2.23%, -2.07%, and -1.89%, respectively, with t-statistics significant at the 

5% level or better.  

 

The large pre-announcement negative CARs show that market identifies 

companies with problems well in advance of the day on which layoffs are 

actually announced and market starts to anticipate the announcement in a 

manner consistent with the Rational Expectations approach. The 

announcement day’s average abnormal return is not significantly differing 

from zero indicating no support for a neo-classical interpretation of market 

reaction. The post-announcement ARs and CARs are small and 

insignificant, suggesting that market reacts quickly to information of 

layoffs. Myopia is not present.  
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Table 3 
Daily average abnormal returns (AR), cumulative average abnormal returns (CAR), t-
statistics, and percent of negative for the final sample of 83 layoff announcements, followed 
by the CARs and t-statistics measured for different intervals. Day 0 is the event day when the 
announcement was officially disclosed through stock exchange. Standard two-sided t-test 
was used for statistical significance. Symbols * (**,***)  indicate significance at the .10 (.05, 
.01) level using two tailed test.   

 t(day)     ARt CAR  t-statistic of  
ARt 

negative 
of ARt 

(%) 
  

-10    0.24% 0.24%   0.63 39%  
-9    0.08% 0.32%   0.22 49%  
-8    0.15% 0.48%   0.40 51%  
-7   -0.27% 0.21%  -0.71 51%  
-6   -0.36% -0.15%  -0.95 51%  
-5   -0.23% -0.39%  -0.61 46%  
-4    0.67% 0.28%   1.75 36%  
-3   -0.36% -0.07%  -0.93 51%  
-2   -0.82%** -0.90%  -2.16 52%  
-1   -1.33%*** -2.23%  -3.48 58%  
0   -0.41% -2.63%  -1.07 52%  
1   -0.15% -2.79%  -0.40 52%  
2   -0.53% -3.32%  -1.39 52%  
3    0.01% -3.31%   0.02 53%  
4   -0.53% -3.84%  -1.40 48%  
5    0.36% -3.48%   0.10 42%  
6    0.30% -3.18%   0.79 39%  
7   -0.38% -3.56%  -1.00 51%  
8    0.46% -3.10%   1.20 36%  
9    0.06% -3.04%   0.15 48%  

10    0.05% -2.99%   0.12 43%  

CAR interval [-10,-1] [-5,-1] [-1,+1] [0,+1] [+1,+5] [+1,+10]

CAR  -2.23%** -2.07%*** -1.89%*** -0.56% -0.84% -0.36% 
t-stat  -1.85 -2.43 -2.86 -1.04 -0.99 -0.30 

 
Figure 4 
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However, it should be emphasized that this study follows U.S. layoff event 

study practice by looking at the relatively narrow event window around the 

announcement date. The long-term impact found from Ballester, Livnat & 

Sinha (1999) suggests that there may be a considerable delay (up to two 

years) in the markets full response. Overall, the results are in line with the 

majority of U.S. and U.K. studies and are fully consistent with the declining 

demand hypothesis. It seems that there are no explicit fundamental 

differences in how investors react to layoff announcements between 

Finland and other examined markets. 

 

Lin & Rozeff (1993) and Elayan et al. (1998) both found significant 

negative pre-announcement returns. In previous studies, events are 

collected from financial publications and it can not be said for sure whether 

the market was informed prior to the closing of the market the prior trading 

day. However, in this study, the exact event dates are known and thus 

these results can be seen more exhaustive when market perception near 

the event is considered. The small sample size relative those seen in the 

U.S (see, Table 1) mainly affects to significance levels as the low number 

of observations results to relatively high standard deviation estimator 

values of the average abnormal results. The standard deviation estimates 

are important as they affect inversely the t-statistics values, and thus on 

the significance levels of measured abnormal returns. However, the 

sample size seems to be large enough to give significant results.    

6.2 Characteristics hypotheses 
 
In this section, empirical results related to four characteristics sub-

hypotheses of this paper are discussed. Table 4 presents the empirical 

results of the previous performance and efficiency, business cycle, 

corporate governance, and reputation hypotheses. Figure 5 presents 

graphically the development of the cumulative average abnormal returns 

during the 21-day event window individually for each sub-sample pair. The 

test results of the four different layoff characteristics hypotheses will be 

discussed separately. 
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Table 4  
Summary of the characteristics hypotheses test results. N is the number of observations. Average daily abnormal returns (AR), are presented for days from -2 to +2, and 
cumulative average abnormal returns (CAR) in six different intervals within the event window. Standard two-sided t-test was used for testing the statistical significance 
levels of ARs and CARs, and one-sided for the differences between the sub-samples according to the anticipated reaction to each sub-hypothesis. Symbols * (**,***) 
indicate significance at the .10 (.05, .01) level. 

N -2 -1 0 +1 +2 [-10,-1] [-5,-1] [-1,+1] [0,+1] [+1+5] [+1,+10]

    Overall sample 83 -0.82 %** -1.33 %*** -0,41 % -0.15 % -0.53 % -2.22 %** -2.21 %*** -1.88 %*** -0.56 % -0.84 % -0.36 %

A. Return on assets ratio (ROA) 81 a

     1. ROA above the median (high) 41 -1.33 %** -1.62 %*** -0.08 %  0.22 % -0.47 % -3.63 %** -2.96 %*** -1.47 %**  0.15 % -1.29 % -2.02 %*
     2. ROA below the median (low) 40 -0.51 % -0.99 % -0.80 % -0.80 % -0.40 % -0.90 % -1.78 %* -2.51 %*** -1.53 %**  0.13 %  1.36 %*
         Difference (1-2) -0.82 % -0.63 %  0.72 %  1.02 % -0.07 % -2.73 % -1.18 %  1.04 %  1.68 %* -1.42 % -3.38 %*
B.  Business cycle 83
     1. Recession period 41 -1.52 %** -2.40 %*** -0.70 %  0.27 % -1.11 %* -2.42 %* -2.84 %** -2.83 %*** -0.42 % -0.82 % -1.66 %
     2. Expansion period 42 -0.14 % -0.27 % -0.12 % -0.56 %  0.04 % -1.98 % -1.29 % -0.95 % -0.68 % -0.84 %  0.88 %
         Difference (1-2) -1.39 %* -2.13 %*** -0.58 %  0.83 % -1.15 % -0.44 % -1.54 % -1.88 %*  0.25 %  0.02 % -2.54 %
C. Corporate Governance (CG)
     measured by CG rating
         Overall CG sample 32 -0.65 %  0.05 %  0.46 %  0.40 % -1.03 %** -0.95 % -1.12 %  0.91 %  0.86 %*  0.18 % -0.11 %
     1. Bad CG 16 -0.68 % -0.26 %  0.41 %  0.74 % -1.50 %** -2.93 %* -2.59 %**  0.89 %  1.15 %  0.71 %  0.12 %
     2. Good CG 16 -0.59 %  0.35 %  0.47 %  0.06 % -0.51 %  0.20 %  0.33 %  0.88 %  0.53 % -0.33 % -0.31 %
         Difference (1-2) -0.11 % -0.61 % -0.05 %  0.68 % -1.01 % -3.13 % -2.92 %*  0.01 %  0.62 %  1.04 %  0.43 %
D. Corporate Governance (CG)
     measured by P/B ratio 80 a,b

     1. P/B ratio below the median 40 -0.90 % -2.33 %*** -1.35 %** -0.71 %  0.64 % -3.55 %** -3.06 %*** -4.39 %*** -2.06 %*** -0.60 %  0.82 %
     2. P/B ratio above the median 40 -0.99 %* -1.52 %** -0.41 % -0.61 % -0.03 % -2.64 %* -2.67 %** -2.54 %*** -1.02 % -1.85 %* -0.77 %
         Difference (1-2)  0.09 % -0.81 % -0.94 % -0.10 %  0.66 % -0.91 % -0.39 % -1.85 %* -1.04 %  1.25 %  1.59 %
E. Firm reputation (FR)
        Overall FR sample 61 -1.17 %** -0.56 % -0.39 % -0.33 % -0.66 % -2.61 %** -1.85 %** -1.27 %** -0.71 % -0.63 % -0.56 %
    1. Bad reputation 35 -1.74 %*** -0.38 % -0.73 % -0.17 % -0.69 % -3.19 %** -2.94 %** -1.28 %** -0.90 % -0.18 % -0.92 %
    2. Good reputation 26 -0.41 % -0.79 %  0.08 % -0.54 % -0.62 %  0.41 % -0.38 % -1.25 % -0.46 % -1.24 % -0.09 %
         Difference (1-2) -1.34 %  0.40 % -0.81 %  0.37 % -0.07 % -3.60 %* -2.56 %* -0.03 % -0.44 %  1.06 % -0.83 %

 CAR (interval) AR (day)

 a Banks and insurance companies are left out as their balance sheets are calculated differently. b No data for the one company in P/B ratio calculations.  
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Figure 5 
The progression of cumulative average abnormal returns (CAR) for the sub-sample 
pairs regarding the five classifications during 21-day event window. Day 0 is the 
event day when the announcement was officially disclosed. 
 
Graph A. Return on assets ratio. 
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Graph C. Corporate governance measured by corporate governance rating 

-3.5%

-3.0%

-2.5%

-2.0%

-1.5%

-1.0%

-0.5%

0.0%

0.5%

1.0%

1.5%

-10 -9 -8 -7 -6 -5 -4 -3 -2 -1 0 1 2 3 4 5 6 7 8 9 10

t (day)

C
A

R

Bad CG
Good CG



65 

Figure  5 (continued) Figure  5 (continued) 
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The market reaction was assumed to be more negative or less positive 

within high ROA companies than within low ROA companies, as it might 

be a bigger surprise when high ROA company announces layoffs than 

company with low ROA ratio. Observations are presented in Panel A in 

Table 4 and in Graph A in Picture 5. The high ROA sub-sample clearly 

experienced significant negative CARs for the whole 10-day pre-

announcement period with the high magnitude of -3.63%, when the low 

ROA sub-sample experienced negative significant CARs for the intervals 

of [-5,-1], [-1,+1], and [0,+1]. The ARs are giving day -1 and day -2 

The market reaction was assumed to be more negative or less positive 

within high ROA companies than within low ROA companies, as it might 

be a bigger surprise when high ROA company announces layoffs than 

company with low ROA ratio. Observations are presented in Panel A in 

Table 4 and in Graph A in Picture 5. The high ROA sub-sample clearly 

experienced significant negative CARs for the whole 10-day pre-

announcement period with the high magnitude of -3.63%, when the low 

ROA sub-sample experienced negative significant CARs for the intervals 

of [-5,-1], [-1,+1], and [0,+1]. The ARs are giving day -1 and day -2 
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significant ARs of -1.62% and -1.33%, respectively, for the high ROA 

companies. The ARs for low ROA companies are not statistically differing 

from zero. The difference between ARs is not statistically significant. One 

interesting finding arises from the 10-day post-announcement CARs. The 

high ROA sub-sample experienced significantly negative CAR of -2.02% 

meanwhile the low ROA sub-sample shows significantly positive CAR of 

1.36%, and the difference between CARs was statistically significant at 

10% level. 

 

These results show that abnormal returns are more negative for the 

companies with ROA above the median but event day’s ARs are, however, 

small and insignificant indicating no unconditional support for the “surprise 

effect”. Elayan et al. (1998) did not find support either, but they did find a 

negative announcement period response for companies with above 

industry average ROE and positive one for companies with below industry 

average ROE. The negative pre-announcement and positive post-

announcement abnormal returns may indicate that information content of 

announcements, in case of low ROA companies, is difficult for the market 

to fully price, and that is the reason why the positive share price reaction 

(observed e.g., Elayan et al. 1998) is likely to occur on post-

announcement period. In other words, both sub-samples will be first 

affected by a negative market reaction which is higher in magnitude within 

high ROA companies. However, after the announcement has been 

disclosed and market has evaluated the information content, investors see 

the layoffs better for low ROA companies because of the possible 

efficiency gains and improved financial performance in future, causing a 

partial recovery with the positive post-announcement abnormal returns, 

meanwhile high ROA sub-sample resumes the previous trend with lower 

share price or experiences more negative abnormal returns. Graph A in 

Figure 5 clearly demonstrates the logic.  

 

Overall, the results are in line with Iqbal & Shetty (1995) and Elayan et al. 

(1998), who found that the share price reaction is more negative for 

financially strong firms than for financially weak firms.   
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Business cycle          
It was hypothesized that layoff announcements during the recession 

period of business cycle are associated with a more negative, or with a 

less positive share price reaction than layoff announcements during the 

expansion period of business cycle. This hypothesis enjoyed the clearest 

evidence within the four examined characteristics sub-hypotheses as can 

be seen from the Panel B in Table 4. The recession period’s ARs for days 

-2, -1 and +2 are significantly negative while expansion period’s ARs do 

not statistically differ from zero. The difference between the sub-samples 

is also significantly negative for the days -2 and -1. The recession sub-

sample also experienced significantly negative pre-announcement CARs 

meanwhile the expansion sub-sample shows statistically insignificant 

CARs for the both pre- and post-event periods. The difference in CARs 

between sub-samples is statistically significant for interval [-1,+1].   

 

Graph B in Figure 5 presents the development of CARs for the 21-day 

event window. The development in post-event CARs is somewhat similar 

with the ROA sub-sample pair (Graph A in Figure 5) and thus it could 

imply the same delay in investors’ valuation process, as the layoffs during 

the expansion period may be considered as an attempt to increase 

efficiency rather than as a response to declining demand. A Closer look to 

post-announcement CAR [+5,+10] (not presented in Table 4) shows 

significantly positive CAR (2.15%) at 5% significance level for expansion 

sub-sample and statistically significant difference between the sub-

samples at 10% significance level. Overall, the results are partially 

inconsistent with the results of Chatrah, Ramchander & Song (1995) who 

found no conclusive support, but, however, in line with Elayan et al. (1998) 

and their business cycle hypothesis. One can also question whether the 

stock price index is the best indicator of business cycles as the stock 

market may anticipate movements in economy. For example, in recession 

profits and earnings are down so stock prices should fall as soon as 

recession is anticipated by the market. 
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Corporate Governance  
Two sub-sample classifications were used in order to test the corporate 

governance sub-hypothesis. The results of the first test with the corporate 

governance rating are presented in Panel C in Table 4 and the 

development of CARs during the 21-day event window in Graph C in 

Figure 5. The results support the hypothesis that the abnormal reaction is 

assumed to be more negative or less positive within the companies with 

bad corporate governance than within the companies with good corporate 

governance. There is no clear difference in the ARs but pre-

announcement CARs are significantly negative for the bad corporate 

governance sub-sample while the CARs for the good corporate 

governance sub-sample are insignificant and near to zero for the both pre- 

and post-event periods. The Difference in CARs between sub-samples for 

the five-day period before the event day is significant at 10% level. The 

results give support for the actual hypothesis and may indicate that market 

have anticipated the layoff announcements well in advance because of the 

transparency, in case of companies with good corporate governance. 

However, some skepticism should be taken into account when interpreting 

these results as there were only 16 observations in both sub-samples and 

also other limitations discussed earlier.  

 

In order to find more robust evidence, if any, the overall sample is also 

divided into two sub-samples based on the P/B ratio, as it is presented in 

Panel D in Table 4. Graph D in Figure 5 presents the development of 

CARs within the 21-day even window. Also these results support the 

overall corporate governance sub-hypothesis. The statistically significant 

ARs for companies with P/B ratio below the median, are placed on days -1 

(-2.33%) and 0 (-1.35%), and correspondingly on days -2 (-.99%) and -1(-

1.52%) for the companies with P/B ratio above the median. The pre-

announcement CARs are significantly negative for the both sub-samples, 

but higher in magnitude for the companies with P/B ratio below the 

median. The statistically significant difference between the sub-samples is 

only observed for the CAR interval [-1,+1]. However, one interesting detail 

can be found from the results: the bad corporate governance sub-sample 
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evidenced by low P/B ratio is the only sample experiencing statistically 

significant AR in event day 0. There might be many possible explanations, 

but in the corporate governance framework, it could suggest that market 

has not anticipated the layoff announcements before the actual disclosure 

as the current state of the company is unknown on the pre-announcement 

period. This could be due to information asymmetry and thus is not the 

case within the companies with good corporate governance and market 

transparency evidenced by high P/B ratio. The significantly negative post-

event CAR for interval [0, +1] is also giving support for this claim.    

 

Firm reputation 
It was assumed that market sees that firms with high firm and 

management reputation are better able to create value through 

downsizing, and it was thus hypothesized that market reaction will be more 

negative or less positive within the companies with bad reputation than 

within the companies with good reputation. The results, which are 

presented in Panel E in Table 4 and in Graph E in Figure 5, are in line with 

the hypothesis, suggesting that reputation matters when the investor 

reaction to layoff announcements is considered. In case of firms with bad 

reputation, significantly negative AR is found for day -2 (-1.74%), as well 

as significantly negative CARs for the whole pre-announcement period 

with statistically significant difference between sub-samples. For the firms 

with good reputation, no statistically significant abnormal returns are 

found. The relatively small sample size (26 observations) may also have 

an effect on results. 
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7. CONCLUSIONS  
 
This study examines the Finnish stock market reaction to layoffs. Two 

competing hypotheses were developed in order to explain the investor 

reaction: the positive signaling hypothesis and the negative signaling 

hypothesis. In addition, this paper examines layoff announcements under 

different cross-sectional analyses in order to analyze whether there exists 

distinct firm-related determinants which would help to explain the 

rationality behind observed investor reaction. This paper also evaluates 

the Finnish layoff environment and country oriented characteristics. These 

objectives were met through the subjective analysis of announcements 

and Finnish layoff environment, and mainly by employing the event study 

methodology.  

 

Even though the labor unions play a major role in the Finnish labor market, 

it is relatively inexpensive to reduce personnel and, in general, the Finnish 

system has much resemblance to the liberal employer friendly system. 

Based on the observed announcements, companies are intensely 

announcing also relatively small layoffs. However, in many cases the 

number of job cuts is excluded or layoffs are announced besides the 

results information. Overall, there should be no major country related 

differences when comparing the results to the previous studies.     

 

The empirical results from the Finnish market are in line with the previous 

studies, suggesting a negative average share price reaction to layoff 

announcements in the magnitude of somewhat similar to other markets 

examined. The results show a market which starts to anticipate the 

announcement in a manner consistent with a Rational Expectations 

approach. As a matter of fact, it seems that information is fully priced by 

the market during the pre-announcement period evidenced by the small 

and insignificant abnormal return on the event day. This is in line with the 

declining demand hypothesis, which suggests a negative average pre-

announcement reaction and no reaction to the announcement itself. One 
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possible explanation to the full pre-event response is that the event 

collection method used in this study is more accurate in terms of finding 

the exact event date than it has been in the previous studies which, 

however, somewhat similarly, show that the response is largely captured 

pre-announcement.     

 

Support was found for the four tested characteristics hypotheses. First, the 

market reaction is more negative within the high ROA companies than 

within the low ROA companies. These results imply that the market has 

anticipated the layoff announcements because of the prior performance of 

the company. Some of the findings suggest that after announcement has 

been disclosed and market has evaluated the information content, 

investors perceive the layoffs better for low ROA companies because of 

the possible efficiency gains and improved financial performance in the 

future, causing a partial recovery, meanwhile the high ROA sub-sample 

resumes the previous trend with lower share price.  

 

Second, layoff announcements during the recession period of business 

cycle are associated with a more negative share price reaction than layoff 

announcements during the expansion period of business cycle. Results 

also suggest the same kind of complexity in investors’ valuation process 

than with low ROA companies, as the layoffs during the expansion period 

may be considered as an attempt to increase efficiency rather than as a 

response to declining demand.  

 

Third, the abnormal share price reaction is more negative within the 

companies with bad corporate governance than within the companies with 

good corporate governance. The findings indicate that investors are better 

aware of state of the companies with greater market transparency and with 

less asymmetric information between the shareholders and management.  

 

Fourthly, in case of layoff announcements, the firms with high firm and 

management reputation are performing better than their counterparts with 

bad reputation. The reason for this might be that market believes that the 
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high-reputation companies are better able to create value through 

downsizing. 

 

The decision to use announcements of statutory employee-employer 

negotiations as events is apparently correct as there are statistically 

significant abnormal returns related to them. However, results imply that 

investors are getting the information from another source(s). The 

information was not completely incorporated to the share prices on a 

single trading day giving a contradictory result with respect to an efficient 

market hypothesis. However, in the light of this study, no support can be 

shown whether the efficient market hypothesis holds or not.        

 

In addition to the testing of the other firm related characteristics discussed 

in this study, in Finnish context, some interesting suggestions for the 

further research arise. Comparison of the short, medium, and long-term 

share price performance and operational performance on the pre- and 

post-layoff periods would broaden the existing view. Furthermore, examine 

whether layoffs over the long term actually result in a more efficient and 

profitable firm. Comparison between the different time periods and 

possible effect of layoffs on announcing firm’s rivals are also interesting 

topics for further research. It might be also worth testing the developed 

corporate governance and reputation hypotheses in a bigger market such 

as the U.S.   
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APPENDICES 
 
Appendix 1. An example of the typical layoff announcement 
 
SATAMA INTERACTIVE OYJ 
STOCK EXCHANGE RELEASE  15 MARCH 2005 AT 2.45 P.M. 
 
In an uncertain market situation Satama Interactive Oyj improves its efficiency with 
restructuring measures and takes action to reduce costs to a level that guarantees the 
company's competitive position and profitability. With these actions Satama seeks an  
approximately EUR 1 million cost reduction on an annual level.  
 
Satama has today initiated codeterminations negotiations with personnel concerning 
personnel reductions and temporary dismissals caused by financial and production 
related reasons. The negotiations will begin on 21 March 2005 and concern the staff of 
Satama Interactive Oyj and Satama Finland Oy in Finland. Satama estimates that the 
need for permanent reduction of personnel will be under ten persons and that the 
possible temporary dismissals lasting approximately 90 days would apply to no more than 
40 persons. Satama employs 260 people in Finland. 
 
The codetermination negotiations do not concern Satama Finland Oy's subsidiary Mind 
On Move, Satama's operations in Turku and staff members who work at clients' premises 
with long-term contracts. 
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Appendix 2. Final sample of the observed layoff announcements  
 
Final sample of the 83 observed layoff announcements disclosed through Helsinki Stock Exchange. Events are presented in a chronological order. * 
indicates that company has changed its name after the event date or is delisted at the time of this study.                                                                    

Number Event date Company Number Event date Company Number Event date Company

1 18.12.2000 Rautaruukki Corporation 31 16.8.2002 Metso Corporation 61 26.8.2003 Perlos Corporation
2 19.1.2001 Fortum Corporation 32 26.8.2002 Raute Plc 62 22.9.2003 Uponor Plc
3 28.2.2001 Sonera* 33 28.8.2002 Elektrobit Group Plc 63 10.10.2003 Viking Line Abp
4 9.3.2001 TJ-Group Plc 34 10.9.2002 Nordic Aluminium Plc 64 28.10.2003 Elisa Corporation
5 10.4.2001 Exel Plc 35 13.9.2002 Wärtsilä Corporation 65 26.11.2003 Benefon Plc
6 26.4.2001 F-secure Corporation 36 20.9.2002 Biotie Therapies Corp. 66 17.12.2003 Raute Plc
7 27.4.2001 JOT-Automation* 37 2.10.2002 Pohjola Group Plc 67 8.1.2004 Elcoteq Network Corp.
8 2.5.2001 Sonera* 38 8.10.2002 Finnair Plc 68 9.2.2004 Done Solutions Corp.
9 30.5.2001 Alma Media Corporation 39 10.10.2002 Martela Plc 69 14.4.2004 PMJ- Automec*

10 28.6.2001 Nokia Corporation 40 24.10.2002 Rautaruukki Corporation 70 21.11.2004 Uponor Plc
11 6.7.2001 Fortum Corporation 41 18.11.2002 Novo Group* 71 2.12.2004 Raute Plc
12 9.8.2001 Tecnomen Corporation 42 2.1.2003 Larox Plc 72 31.1.2005 Raisio Plc
13 29.8.2001 Eq Plc 43 27.2.2003 Nordic Aluminium Plc 73 18.2.2005 Larox Plc
14 30.8.2001 Aldata Solutions Plc 44 28.2.2003 Perlos Corporation 74 15.3.2005 Satama Interactive Plc
15 25.9.2001 Outokumpu Plc 45 10.3.2003 Scanfil Plc 75 17.3.2005 M-real Corporation
16 15.10.2001 Satama Interactive Plc 46 13.3.2003 Elcoteq Network Corp. 76 31.3.2005 Yleiselektroniikka Plc
17 24.10.2001 PMJ- Automec* 47 26.3.2003 Atria Group Plc 77 6.4.2005 Kesko Corporation
18 8.11.2001 Sampo Plc 48 26.3.2003 Novo Group* 78 20.4.2005 Orion Corporation
19 22.11.2001 Perlos Corporation 49 9.4.2003 Aspocomp Group Plc 79 26.4.2005 Sysopen Digia Plc
20 30.11.2001 Kesko Corporation 50 11.4.2003 Raisio Plc 80 3.5.2005 Elisa Corporation
21 2.12.2001 JOT-Automation* 51 24.4.2003 Honkarakenne Plc 81 4.5.2005 TietoEnator Plc 
22 7.1.2002 Yleiselektroniikka Plc 52 20.5.2003 Stonesoft Corporation 82 9.5.2005 Scanfil Plc
23 18.3.2002 Comptel Corporation 53 26.5.2003 Rocla Plc 83 30.5.2005 Efore Plc
24 2.5.2002 Raisio Plc 54 27.5.2003 Orion Corporation
25 6.5.2002 Evia Plc 55 29.5.2003 Finnair Plc
26 3.6.2002 Rautaruukki Corporation 56 1.7.2003 Novo Group*
27 11.6.2002 Outokumpu Plc 57 29.7.2003 Kemira Plc
28 14.6.2002 Fortum Corporation 58 13.8.2003 Evia Plc
29 19.6.2002 Keskisuomalainen Plc 59 18.8.2003 Elisa Corporation
30 23.6.2002 Efore Plc 60 18.8.2003 Proha Plc
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