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Abstract 


The purpose of this thesis is to expand the research on enlightened shareholder value theory by answering 
 the research question “How do investors value poor stakeholder management practices?”. It does so with 
 secondary  data  found  through  desk  research  using  Facebook  as  a  case  company.  Resultantly,  results 
 obtained in this thesis should be treated with caution when seeking to generalize findings. 


The thesis reviews in depth the existing literature on traditional and enlightened shareholder value theory 
 as well as corporate governance mechanisms used in ensuring this value creation. Afterwards it lays out 
 Facebook’s business model, examining factors related to financials, ownership, management, board of 
 directors and pay. Subsequently it investigates Facebook’s main stakeholders determined to be its users, 
 the advertisers on the platforms, and the broader society. The thesis then performs qualitative tests of 
 Facebook’s corporate governance determining that Mark Zuckerberg’s threefold role in the company as 
 CEO, chairman and controlling owner carries negative implications including a poor board composition 
 and a partial neglect of minority shareholders and stakeholders. 


To quantitatively understand the effects of Facebook’s insufficient stakeholder management on the share 
 price, event studies are carried out. These are based on abnormal returns over the normal returns, which 
 are  estimated  using  a  market-model  based  on  the  Nasdaq  Composite  100  index  using  a  120-day 
 estimation window. AARs and CAAR-windows  of three, five  and seven days are  considered and tested 
 using a parametric student’s  t-test  and a nonparametric rank  test. The first  event study is based on a 
 sample of 11 events  and examines if events predicted to have  a negative  impact  on stakeholders and 
 ultimately  shareholders  are  in  fact  leading  to  negative  abnormal  returns.  This  study  finds  negative 
 abnormal returns which are most apparent in a three-day CAAR window. In the second event study based 
 on a sample of seven events predicted to have a positive effect on abnormal returns it is shown that no 
 positive abnormal returns are found, and instead slightly negative CAAR effects are seen. No findings are 
 significant, and this thesis is therefore not able to quantitatively conclude that investors care about poor 
 stakeholder management practices although indications of this are apparent. 


The  thesis  concludes  by  seeking  to  explain  the  event  studies’  insignificant  results  considering  three 
potential explanations: 1) investors may not value stakeholder management as argued for in enlightened 
shareholder value theory, 2) investors are irrational and biased by placing too much trust in Zuckerberg 
and 3) the methods used in the event studies are insufficient as means of identifying results. 
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1  Introduction 


For decades, and to an increasing extent since the 1980s, shareholder value creation has been at the top 
 of mind of most corporate managers and owners. This has often happened with such a strong focus on 
 shareholder value creation that stakeholder management has been neglected. Indeed, much corporate 
 governance  literature  and many corporate  governance  mechanisms are also using the  aim  of creating 
 shareholder  value  as  a  starting  point  for  discussion  (Lazonick &  O’Sullivan,  2000).  However,  recent 
 literature has increasingly focused on the importance of stakeholder management, and on the perceived 
 conflict between shareholder and stakeholder value creation (Gelter, 2009; Hillman & Keim, 2001). As will 
 be accounted for in the literature review of this thesis, there is an increasing amount of literature uniting 
 shareholder  value  and  stakeholder  management  under  the  theory  of  enlightened  shareholder  value 
 creation.  This  theory  argues  that  stakeholder  management  is  essential  to  the  creation  of  sustainable 
 shareholder value. Still, to this day, opinions vary towards the extent to which stakeholder management 
 should be a key focus for companies. This thesis therefore seeks to expand the research on enlightened 
 shareholder value with substantive theoretical insights on the area of stakeholder management in relation 
 to companies thought of as mishandling its stakeholders. From this, the following research question has 
 been established: 


How do investors value poor stakeholder management practices? 


To answer this question, a narrow focus on Facebook as a case company will be adopted. The question 
 will be answered by providing qualitative insights through an analysis of consequences of its corporate 
 governance practices on its stakeholder group as well as by providing quantitative insights through event 
 studies examining  investors’  reactions  to  stakeholder-related  actions  undertaken  by  Facebook.  By 
 answering the research question, this thesis will contribute to the research area with a substantive theory 
 answering the extent to which the theory on enlightened shareholder value creation applies to this type 
 of companies and why there might be deviations between the  enlightened shareholder value theory and 
 the specific findings retrieved from the event studies. 



1.1  Structure of the thesis 


The research question will be answered by firstly creating an understanding of existing literature within 
the fields of enlightened shareholder value and corporate governance mechanisms in section 2. Based on 
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 this, the thesis will in section 3 lay out methodological considerations towards approaching the research 
 as well as explaining the method used to undertake the event studies. 


The thesis will in section 4 perform an in-depth description of Facebook in relation to its userbase and 
 business model, its ownership, management, board of directors as well as its stakeholder group. Section 
 5  will  apply  the  theory  examined  in  the  literature  review  to  the  information  retrieved  in  section  4  to 
 perform an analysis of Facebook’s corporate governance and stakeholder management. Based on these 
 qualitative  findings,  event  studies  will  be  carried  out  seeking  to  test  the  qualitative  insights  in  a 
 quantitative manner in section 6. Section 7 will finally provide a discussion on differences between results 
 expected from the theory laid out in section 2 and findings from section 6. The structure of the thesis is 
 shown in Figure 1 below.  


Figure 1: Structure of thesis 
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2 Literature review 


This literature review will seek to clarify two aspects. Firstly, it will lay out the enlightened shareholder 
 value theory and how it has evolved from a more traditional focus on shareholder primacy. Secondly, it 
 will examine corporate governance mechanisms available to companies trying to ensure the shareholder 
 value creation. 



2.1  Review of enlightened shareholder value 


As  laid  out  in  the  introduction,  shareholder  value  creation  has  been  a  key  focus  for  companies  and 
 managers for decades and increasingly so since the 1980s, and it has often happened at the expense of 
 stakeholders. Traditionally, research has focused solely on shareholder value creation, but increasingly it 
 has also incorporated a focus on stakeholders (Gelter, 2009; Hillman & Keim, 2001; Lazonick & O’Sullivan, 
 2000). Shareholders are owners of corporate entities, whereas stakeholders are, as defined in this thesis 
 from a narrow view point in line with Clarkson’s comment on stakeholders, someone who “bear some 
 form of risk as a result of having invested some form of capital, human or financial, something of value, in 
 a firm”, as read in a paper by Mitchell, Agle and Wood (1997). From this, other entities such as the general 
 public  are  not  coined  under  the  term  of  primary  stakeholders,  which  instead  focuses  on  mainly 
 employees, customers, suppliers etc.  


Clarkson (1995) argues that a company’s long-term profitability depends on the fulfillment of economic 
 and social responsibilities, particularly the creation and distribution of wealth to key primary stakeholders. 


Early studies on the relationship between firm performance and social performance (encompassing all 
wider stakeholder activities) has found no clear dependency. However, when Hillman and Keim (2001) 
performed  a  study  dividing  social  performance  into  stakeholder  management  and  social  issue 
participation, a more clear relationship was found. The difference between the two metrics is related to 
the value creation process; the stakeholder management component of social performance is describing 
the  management  of  primary  stakeholders,  and  can  result  in  financial  gains,  whereas  the  social  issue 
participation component, such as giving donations, is not  able to result in financial gains. Studying the 
relationship between these two components and shareholder value creation (measured by market value-
added), they observe that stakeholder management is significantly shareholder value creating and that 
social  issue  participation  is  significantly  shareholder  value  destroying.  They  further  establish  that  the 
causality is only holding in this direction. Hillman and Keim’s (2001) findings support other studies on the 
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 stakeholder  management  of  primary  stakeholders  such  as  Kaplan  and  Norton  (1996),  who  argue  that 
 strong customer relationships are drivers of financial performance, and Lengnick-Hall (1996) who argues 
 that  loyalty-building  in  customer  relationships  is  a  source  of  competitive  advantages.  Atkinson, 
 Waterhouse and Wells (1997) also support these findings and argue that employees and communities 
 should be acknowledged as also driving financial performance. 


From  the  debate  on  shareholder  versus  stakeholder  value  creation  and  the  support  of  stakeholder 
 management being a driver of shareholder value, a concept combining the two has emerged under the 
 name  of  enlightened  shareholder  value.  In  this,  stakeholder  management  is  perceived  as  a  way  of 
 ensuring long-term shareholder value creation and is thus in contrast to the occasionally short-term focus 
 of  pure  shareholder  value  creation  in  which  actions  increasing  short-term  shareholder  value  may  be 
 pursued,  even  if  this  is  harmful  to  stakeholder  interests  and  the  long-term  sustainable  growth  of  the 
 business. Importantly, enlightened shareholder value is not about prioritizing stakeholder interests over 
 shareholder interests; it is still viewing the wealth creation for shareholders as the top priority, but at the 
 same  time  taking  into  account  more  factors  than  the  typical  shareholder  primacy  focus.  Stakeholder 
 management  is  thus  simply  a  key  part  of  ensuring  the  long-term  and  sustainable  shareholder  value 
 creation (Millon, 2012).  


In the US, there is no legal obligation mandating shareholder primacy, but neither is there one requiring 
a focus on stakeholder interests. Instead, it is of historical reasons, including shareholder expectations 
and the historical compensation system of managers, that the short-term shareholder focus on quarterly 
results and daily share prices has been established. It is only in the more recent years that the stakeholder 
attention has increased as a corporate  focus. In the UK Companies Act 2006,  enlightened shareholder 
value  was  endorsed  focusing  on  emphasizing  that  although  managers’  key  responsibility  is  to 
shareholders,  actions  should  take  into  account  long-term  effects  on  stakeholders.  This  has  not  been 
implemented in the US, but trends towards increased enlightened shareholder value certainly is present 
(Millon, 2012). Amongst reasons for this is the increased degree of institutional ownership concentration 
in US public equities and the rise of shareholder power and board accountability towards all shareholders, 
enabling these institutional investors to exercise control facilitating long-term value creation (Harper Ho, 
2011). For an in-depth discussion on the effect of ownership concentration, please refer to section 2.5.1 
in the literature review of this paper. 
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 Several factors are thereby increasingly leading to the adaptation of the enlightened shareholder value 
 model.  When  characterizing  the  concept  into  more  depth  from  the  UK  perspective,  three  factors  are 
 essential  to  the  purpose:  1)  long-term  shareholder  value  creation  is  the  overall  company  focus,  2) 
 corporate directors must take into consideration the effect of decisions on primary stakeholders and 3) 
 changes  to  corporate  decision-makers  should  not  be  allowed  if  it  provides  shareholders  with  rights  in 
 terms of enforcement and monitoring which are not offered to stakeholders (Harper Ho, 2011). Clearly, 
 shareholder value creation thus remains the prime focus of the model in the UK, although it incorporates 
 an element of increased stakeholder attention and responsibility. 


A  part  of  adopting  an  enlightened  shareholder  value  focus  is managing  the  environmental,  social  and 
 governance aspects of the business, which is often wise referred to as focusing on ESG risks, although it is 
 not restricted to those factors but encompasses all factors with the potential to impact company financial 
 performance. Several early studies on the subject conducted by both the United Nations Environmental 
 Programme Finance Initiative  and a series of other researchers have concluded that there is an either 
 positive  or  neutral  correlation  between  adopting  a  focus  on  ESG  factors  and  company  financial 
 performance (Harper Ho, 2011). To an increasing extent, investors are taking into account ESG  factors 
 when  constructing  their  portfolios,  and  many  countries  are  receiving  an  ESG  score  helping  investors 
 understanding the companies’ performance. 



2.2  Review of corporate governance mechanisms 


Having understood shareholder value creation and its connection to stakeholder management, focus will 
 now  be  turned  towards  firstly  performing  a  characterization  of  corporate  governance  and  secondly 
 examining the most important aspects of corporate governance mechanisms. 


One of the most frequently applied definitions of corporate governance is the one by Cadbury, describing 
 it  as “the  system  by  which  companies  are  directed  and  controlled”  (Cadbury  Commission,  1992).  This 
 includes setting the control and direction of entities through company law, incentives, ownership, board 
 and additional mechanisms such as defining the rights of shareholders, takeover protection etc. (Thomsen 


&  Conyon, 2012).  As a discipline,  corporate governance  goes  back many years, as evidenced  by  Adam 
Smith (1776) pinpointing the conflicts of interests between managers and owners, which has since come 
to be known as the principal-agency problem, as early as the 1700-hundreds. As such, the separation of 
ownership  and  control  (Berle  & Means,  1932)  has  given  rise  to  a  large  and  crucial  part  of  the  field of 



(11)10 
 corporate  governance,  namely  the  theories  on  agency  problems.  Nevertheless,  other  important  areas 
 exist in the topic as well, including stewardship theory and behavioral agency theory, of which some are 
 of significantly newer nature. Below, these theories will be examined independently. 


Agency theory is concerned with the way an agent is acting as a representative of the principal (S. Ross, 
 1973). Often wise, the case is that a manager (the agent) is hired by the principal (the owner) to manage 
 a business. The problems arise when there is separation between the agent and principal and conflicting 
 interests are present (which is assumed given independent utility functions of the agents and principals) 
 (Jensen & Meckling, 1976). In the traditional agency theory, often wise taking its starting point in a paper 
 by Jensen and Meckling (Jensen & Meckling, 1976), the actors are assumed to act in a rational manner 
 seeking to maximize their utility, with asymmetric information being present so that the principal cannot 
 correctly monitor the agent’s  effort. Lastly, risk  aversion is assumed to be  present on the agent’s side 
 (Thomsen & Conyon, 2012). There are several types of agency problems. These are divided into agency 
 type 1 problems between owners and managers, agency type 2 problems between various owners, such 
 as minority and blockholder owners, and agency type 3 problems between owners and stakeholders.  


In standard agency theory, the principal’s aim is to give the agent an optimal contract, which enables the 
 maximization of the principal’s utility function. However, designing an optimal contract is difficult due to 
 information asymmetry, namely adverse selection (not all prior knowledge on the agent is at hand for the 
 principal) and moral hazard (the agent’s actions cannot be observed by the principal), as well as the hidden 
 nature  of  complex  utility  functions.  As  optimal  contracts  cannot  be  designed,  other  mechanisms  of 
 corporate  governance  are  needed  to  both  monitor  and  discipline  agents  with  the  aim  of  maximizing 
 shareholder value. These mechanisms are thus set in motion to mitigate agency problems, and can largely 
 be categorized as 1) informal governance, 2) regulation, 3) ownership, 4) boards, 5) incentive systems and 
 6) stakeholder pressure (Thomsen & Conyon, 2012). Before examining each of these broader categories 
 of mechanisms, it should be noted that there is no one-size-fits-all approach to corporate governance; 


firms require individual governance setups. 



2.3  Informal governance 


Informal governance mechanisms are set in place by society and rest on the shoulders of social norms, 
trust building and reputation concerns. Social norms dictate morality and is clear in defining what is fair 
behavior of the agents; in particular, it is a key part in what distances the classical economic perspective 



(12)11 
 of corporate governance from the behavioral perspective. Social norms show why actions undertaken by 
 homo economicus (the rational, utility-maximizing person) are not necessarily undertaken by an individual 
 conscious of the informal governance mechanisms. Thus, the social norms and the associated behavior 
 can be linked closely to stewardship theory and corporate social responsibility (CSR) (Thomsen & Conyon, 
 2012). Reputation’s role in disciplining agents is clear from the fact that it can be an indicator of otherwise 
 unknown variables in terms of adverse selection (Kreps, 1990). By ensuring a good reputation, principals 
 can  feel  surer  of  employing  a  responsible  agent,  and  a  strong  reputation  can  thus  move  forward  an 
 individual’s  career.  Media  exposure  has  magnified  the  governance  effect  of  reputation,  as  a  poor 
 reputation is less easily contained due to the easy access of information (Dyck & Zingales, 2005). From the 
 lens of game theory, it should be noted that reputational concerns are most effective in repeated games, 
 as opportunistic behavior may well be the best decision in an end game (Thomsen & Conyon, 2012). 



2.4  Regulation 


A  part  of  shareholder  protection  is  stemming  from  outright  company  law,  dictating  the  degree  of 
 protection and the rights of shareholders. Company law is however also protecting stakeholders such as 
 creditors. In the US, which has a market-oriented and shareholder-centric governance construction, the 
 US Securities and Exchange Commission (the SEC) is the regulating entity of public firms. Most recently, 
 the SEC has implemented the Sarbanes-Owley act (2002) and the Dodd-Frank Act (2010). The Sarbanes-
 Oxley act was enacted following the Enron scandal, and is essential in providing strong investor protection 
 by imposing regulation on compliance, accountability and good corporate governance. Other parts of the 
 regulatory system in place is the possibility to sue in court and the strong property rights given to property 
 owners (Thomsen & Conyon, 2012). 



2.5  Ownership 


Ownership  heavily  influences  the  effectiveness  and  type  of  corporate  governance.  In  particular, 
 ownership concentration, the possibility of shareholder activism and takeovers are determinant of this. 


2.5.1  Ownership concentration 


In general, if owners and managers are the same people, there are few agency problems, as the managers’ 


incentives  to  run  the  company  well  are  strong  which  diminishes  the  agency  costs.  Moral  hazard  and 
adverse selection problems are to a large extent resolved. Information and decision making are therefore 
optimized  relative  to  manager-owner  separation  (Thakor  &  Hart,  1996).  When  there  is  separation 
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 between the managers and owners, a large owner, such as a blockholder, may instead serve to align the 
 interests of the two. This is true as blockholders have both the incentives as well as power and resources 
 to invest in the governance of the company at hand. The extent to which a large owner takes actions to 
 improve governance depends on its ownership type. For instance, a purely financial investor may seek to 
 improve shareholder value to a higher degree than that of a government-controlled investor. 


A blockholder can influence the governance of a company through either voice or exit (Edmans, 2014). 


The former implies taking on a costly function of active intervention through measures such as takeovers, 
 management replacement and jawboning, whereas the latter implies stock trading, which affects share 
 price. Blockholder size and stock liquidity affect the effectiveness of the two measures. In particular for 
 exit, when an informed investor (which a blockholder can reasonably be assumed to be) trade, this sends 
 a credible signal to the market in regards to company value. 


Often  wise,  the  presence  of  a  blockholder  is  beneficial  to  minority  investors  who  can  freeride  on  the 
 blockholder’s actions, although this is not exclusively true. Firstly, larger owners may be more risk averse, 
 given that they have relatively more money in the venture, secondly they may exploit minority investors, 
 in  particular  in  countries  with  low  investor  protection,  and  thirdly,  they  may  have  idiosyncratic 
 preferences to actions, such as placing a family member on the board of directors (Thomsen & Conyon, 
 2012).  Several  studies  have  been  conducted  to  understand  the  relationship  between  ownership 
 concentration and company performance. Morck, Shleifer and Vishny (1988) found a significantly positive 
 impact of ownership held by board and management at levels up to 5%, whereas McConnell and Servaes 
 (1990) found a much higher level of a significant 40% to 50%. Laeven and Levine (2008) likewise find that 
 a large owner can increase firm value, and also conclude that the type of blockholder is critical to firm 
 value effects. Lastly, Laeven and Levine (2008) also show that a lack of alignment between control rights 
 and cash flow rights decrease firm value, as the extraction of company resources may be beneficial to the 
 owner holding more control than cash flow rights. 


2.5.2  Shareholder activism 


A dispersed group of shareholders can also influence governance. Annual meetings, where shareholders 
can enter into conversations with the management and make proposals, allow them to raise voice and 
they  can  also  exercise  their  exit opportunity.  However,  as  a  dispersed  group  of  owners,  the  impact  is 
potentially  small,  unless  shareholders  manage  to  overcome  the  collective  action  problem.  Literature 



(14)13 
 suggests that pension funds’ ability to positively influence firm value by bringing up governance proposals 
 at annual meetings are low (Gillan & Starks, 2000). Other activist investors such as hedge funds and private 
 equity firms are in contrast shown to be able to influence value successfully (Gillan & Starks, 2007). With 
 the rise of large owners and activist investors, the annual meetings are increasingly becoming less relevant 
 as a mean of change due to larger owners discussing with management on the sideline, and the use of 
 proxy voting at annual meetings often happening in the favor of board decisions (Strätling, 2003).  


2.5.3  Takeovers 


The  last  ownership-related  governance  mechanism  is  the  threat  of  hostile  takeovers,  which  becomes 
 relevant when a firm’s performance is poor and outside investors believe they can perform governance 
 and management changes to increase performance. This is of less relevance today, as many firms have 
 takeover  defenses  in  place.  Further,  often  wise  a  takeover  creates  less value  to the  acquirer  than the 
 incumbent, as the incumbent receives the premium on the stock price. What is important to note is that 
 literature does suggest that takeovers can improve firm performance and creating barriers to takeovers 
 hurts firm performance (Masulis et al., 2007). 



2.6  Boards 


The  most  well-known  corporate  governance  mechanism  is  the  placement  of  boards.  Boards  are 
 shareholder elected and hold a fiduciary responsibility towards shareholders; they need to act in the best 
 interest of the owners. In fact, boards are constructed to allow shareholder interests to be represented 
 without the need for shareholders to be present, which is particularly costly when ownership is dispersed. 


The existence of boards is therefore closely linked to agency theory, as the monitoring and motivating of 
 managers serve to decrease moral hazard problems. However, it should be noted that boards are also 
 adding an additional layer of agency problems, as the board is serving as agents for the shareholders. 


Essentially,  the  board  of  directors  is  therefore  the  link  between  shareholders  and  management.  The 
decision rights held by the board are many and include; 1) the  supervision of executive management, 
including  hiring,  firing  and  compensation  setting  of  the  management,  2)  providing  information  to 
shareholders  through  annual  meetings,  appointment  of  auditors  and  establishment  of  auditing 
committee and 3) advising management on how to manage assets including strategic, financial and risk 
management as well as undertaking performance reviews. 
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 Often wise, companies are required to establish boards, but even when it is not so, they tend to establish 
 one anyway, underlining the value creating dimension of boards (Bennedsen, 2005). Interestingly, and as 
 evidenced above, the roles of boards are many. Burkart et al. (2017), using a sample set of old, Norwegian 
 companies not required by law to hold a board, find that there are several roles of boards, and that these 
 roles are varying in relative importance given individual firm characteristics, but are all centered around 
 wealth creation (through resources and advising), protection (through monitoring) and mediation. Today, 
 significantly less regulatory freedom is given to board construction, but the findings remain important in 
 understanding the functioning of boards. 


The findings of Burkart et al. (2017) underline reasons for boards not apparent from the agency theory 
 literature,  which  is  focused  on  the  boards’  monitoring  role.  The  stewardship  theory  and  the  resource 
 dependency theory underline another aspect, namely the advising role of boards, which is also evident 
 from  Burkart  et  al.’s  findings (2017).  The  resource  dependency  theory  likewise  points  toward  the 
 networking role of boards. These board roles will be reviewed in depth below. 


2.6.1  The advising role of boards 


From the  lens of stewardship theory, managers  are  intrinsically motivated to do a good job. This is in 
 contrast to the view of the economic man focused on in standard agency theory. With this viewpoint, the 
 role of boards as a monitoring unit is unnecessary and is instead centered on enhancing firm value through 
 advising. Westphal (1999) introduces the concept of a collaborative board model where social ties and 
 dependence between members cause management to share more information with the board, including 
 information of negative character. This increased information sharing from trust foster better cooperation 
 between board and management and ultimately enhance performance. Westphal further argues that the 
 social ties enhance  the monitoring function of the boards due to better information, although this, as 
 evident by the work of Westphal and Zajac (2013), can be debated, as it is also done in section 2.6.3.  


2.6.2  The networking role of boards 


From the lens of resource dependence theory, Pfeffer (1972) argues that boards are established to create 
ties with the surrounding world and that externally dependent companies tend to have relatively large 
boards  with  outside  directors  holding  the  required  resources  to  the  companies’  needs.  Pfeffer  and 
Salancik (1978) put forward four main contributions of directors. These are the provision of advising, the 
enablement of access to outside information, the provision of preferential access to external resources, 
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 and the provision of legitimacy. Hillman, Cannella and Paetzold (2000) argue that directors can be placed 
 into four brackets: 1) insider directors, 2) business experts who come from management positions in other 
 companies and are able to advise on business matters, 3) support specialists who can provide access to 
 essential  support  functions  such  as  banks  and  lawyers  and  4)  community  influencers  such  as  political 
 leaders and university staff who can advise on non-business issues and provide representation in non-
 business communities. These brackets do well in underlining the different types of resource contributions 
 that can potentially be made by directors. A large range of literature agree on the fact that the importance 
 of resource provision is mainly present in the early and entrepreneurial stages of companies’ lives when 
 networks and advising are required to grow, and in the times of companies’ lives when there is decline or 
 crisis and legitimacy needs to be restored to the public eye (Hillman et al., 2009). 


2.6.3  Board composition 


In the United States (and in most other countries), boards are by law required to be made up of both 
inside and outside directors (Thomsen & Conyon, 2012). The outside directors are, contrary to the inside 
directors  working  in  the  company,  only  working  with  the  company  at  board  meetings  and  other 
shareholder meetings (Adams et al., 2010). Typically, around 80% of the board members in a large US 
company are outside directors (Thomsen & Conyon, 2012). Members of the board of directors can be 
further divided into independent and dependent directors. This division refers to the affiliation with the 
company;  a  dependent  director  has  economic  ties  to  the  company  or  management,  whereas  an 
independent director has no ties except from the board work (note that in this thesis, and in line with the 
Nasdaq guidelines, a director will still be considered independent, even if that person is holding equity, as 
it is a typical part of the remuneration package of directors in the US). The importance of independent 
directors is clear, given their theoretically increased ability to monitor the management due to a lower 
dependence  on  the  company,  although  an  overly  large  share  of  independent  directors  may  decrease 
information sharing from management, causing the board’s advisory role to be reduced (Adams et al., 
2010). Nguyen and Nielsen (2010) has investigated the value of independent directors by examining the 
effects of independent directors’ unexpected deaths, finding that stock prices drop when an independent 
director dies, and does so more if the company has few independent directors, if the independent director 
is part of the auditing committee, and if the independent director has short tenure. In complex firms, this 
relationship is weaker given a decreased ability to monitor. 



(17)16 
 In terms of board size, the average board in a US large cap company consists of 11 directors (Thomsen & 


Conyon, 2012). In agency theory, arguments state that an overly large board will negatively impact firm 
 performance due to free rider problems and poor functioning group dynamics. Jensen (1993) argues for 
 a board size of maximum seven to eight members. In past literature, this was confirmed in several studies, 
 but, as accounted for by Adams, Hermalin and Weisbach (2010), there is no conclusive evidence of this.  


CEO  influence is a related note to board composition,  and in particular so in the  US, where  there  is a 
 unitary board structure (a one-tier system), and the CEO is always a part of the board. In the US, it is legal 
 to  combine  the  CEO  and  chairman,  resulting  in  what  is  termed  CEO  duality.  Around  60%  of  US  S&P 
 Composite  1500  companies  have  a  leading  executive  director  functioning  also  as  chairman,  with 
 companies being required to provide a statement on the decision in their proxy statements (Thomsen & 


Conyon, 2012). As shown by Hermanlin and Weisbach (1998), it is possible for a CEO to gain power over 
 time through influencing the composition of the board. From an agency perspective, CEO duality increases 
 agency  risks  and  lowers  monitoring  capabilities,  but  from  a  stewardship  perspective  the  CEO  duality 
 fosters collaborative boards. There is no conclusive evidence on the impact of CEO duality on firm value 
 and it may be that it can be both good and bad dependent on the individual board and company (Thomsen 


& Conyon, 2012). 


There are other relevant characteristics concerning board compositions than director dependence and 
 CEO and chair decisions. Westphal and Zajac (2013) touch upon the relation between board directors in 
 an  article  explicating  the  meaning  of  socially  situated  and  constituted  agency  and  how  directors  are 
 subject  to  those. They  are  socially  situated  as  an  individual’s  decision  is  taken  in  context  of  social 
 surroundings and relations and socially constituted because an individual’s decisions and scope of those 
 are dependent on accumulated social experience. From this behavioral lens, board members can be easily 
 affected.  Social  risks  including  how  1)  a  CEO  may  try  to  create  social  ties  to  board  members  through 
 ingratiation, 2) board directors not acting in accordance to the norms defined by the CEO and director 
 group may be socially distanced and 3) newly appointed board directors may feel obligated to help the 
 CEO/chairman, can all lead to increased groupthink in the director group reducing monitoring and advising 
 activities and ultimately firm value. 


Today, the US Securities and Exchange Commission (SEC) requires companies to disclose information on 
diversity considerations in the director nomination process with the underlying reason that diversity adds 
resources to boards and reduce group think (Thomsen & Conyon, 2012). However, the pressure of social 
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 norms is influencing the board composition in terms of backgrounds. In-group/out-group evaluations on 
 salient  dimensions  and  the  related  social  identification  with  certain  groups  often  result  in  a  lack  of 
 representation by minority groups, and can affect the diversity in terms of gender, religion, nationality 
 etc. However, even if such minority groups are represented, the lack of social belonging may decrease the 
 effect of said representatives, as other directors are less inclined to pay attention. It is therefore essential 
 to balance  benefits  of diversity to the  increased amount  of challenges. Looking at  empirical evidence, 
 there seems to be no business case for diversity. In the US, Egon Zehnder (2018) finds that around 22% of 
 directors in Northern America are females confirming a gender bias, but Adams and Ferreira (2009) find 
 a negative effect of gender diversity on company performance. Several other studies confirm this when 
 considering gender diversity (Thomsen & Conyon, 2012), and Masulis, Wang and Xie (2012) find similar 
 negative  effects  of  international  board  representation  in  terms  of  accounting  and  firm  value,  and  a 
 negative impact on stock price when international directors are appointed. However, to the debate on 
 diversity, it should be added that many positive effects may be long-term. 



2.7  Incentive systems 


It is fair to say that executive pay is one of the most debated parts of corporate governance due to the 
 magnitude  of  management  compensation  compared  to  normal  working  salaries.  From  a  corporate 
 governance point of view, there are two ways to consider the executive compensation; either from an 
 optimal  contracting  view  or  from  a  managerial  power  view.  Overall,  the  purpose  of  executive 
 compensation is to align managers’ interests to that of the owners (Thomsen & Conyon, 2012). 


In the optimal contracting view, the agent is assumed to be a rational and utility maximizing individual. 


Information asymmetry between the agent and principal gives rise to moral hazards. Examples of these 
are  that  the  manager  (agent)  choose  to  only  complete  easy  tasks,  to  avoid  risky  projects  due  to  risk 
aversion,  and to enjoy private benefits of corporate resources. To overcome  these moral hazards, the 
agent is put on an optimal contract based on a construction of incentives which encourages the manager 
to undertake actions not only because it is in the best interest of the owners, but because it is favorable 
to the manager him- or herself and the maximization of his or her utility functions. Such a contract is called 
a second best contract, as it is based only on known characteristics of the agent and is thus limited by all 
unknown information asymmetry (Thomsen & Conyon, 2012). 
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 Considering  instead  the  managerial  power  view,  it  is  argued  that  a  manager  sets  the  pay  out  of  self-
 interest  and  that  the  pay  is  not  maximizing  value  for  shareholders.  This  is  possible  when  arms-length 
 bargaining  is  not  possible  due  to  a  strong  manager’s  ability  to  exercise  influence  over  (weak)  boards 
 (Bebchuk & Fried, 2006). For the discussion on CEO influence on boards and the power of boards, section 
 2.6 can be reviewed. There is however a ceiling on executive pay, which is defined as the moment it hurts 
 sufficiently the manager’s public reputations. 


2.7.1  Designing the executive compensation 


The  executive  compensation  scheme  consists  of  fixed  and  variable  pay  components,  which  in  many 
 companies are designed by a compensation committee. The fixed component, which is the base salary, is 
 necessary in order to ensure participation of the agent. In the US, the fixed component of the CEO wage 
 is around 20% (Thomsen & Conyon, 2012). The variable pay alone determines the effort put into the job 
 by  the  executive.  Lastly,  a  risk  premium  to  the  wage  is  required,  as  the  wage  itself  is  given  based  on 
 uncertainty of results. The size of the risk premium depends on the risk aversity of the agent. A more 
 accurate contract design can be achieved by adding information, known as the informativeness principle.  


The variable pay is to a large extent made up of stock options with a maturity of often wise seven to 10 
 years and a vesting period of around three years. In the US, around 30% of CEO pay is based on stock 
 options, which is a decrease from past levels (Thomsen & Conyon, 2012). The stock option is a way of 
 motivating the executives, as the stock option value is the future stock price less the exercise price. Thus, 
 the better the executives perform and the higher the stock value is, the more executive pay can be earned. 


A concern of using stock options is the promotion of excessive risk taking. This is clear from looking at the 
 Black-Scholes  formula  when  valuing  a  stock  option,  where  increased  risk  leads  to  higher  stock  option 
 values. It should be noted that although there is a risk of overpromotion of risk taking, the point of stock 
 options  is  also  to  compensate  the  manager  for  taking  on  risk  given  a  risk  averse  profile  (Thomsen  & 


Conyon, 2012). 


Although stock options have decreased relative to total pay in the US, variable pay overall has remained 
the  same.  The  reason  for  this  is  the  increase  in  restricted  shares,  which  are  shares  awarded  to  the 
executive  with  a  time-vesting  restriction  (in  other  countries,  there  is  often  a  performance  element 
included as well). In particular, the executive needs to have worked in the company for a predetermined 
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 time period to obtain full ownership of the shares, and sometimes the right to the shares disappear if the 
 executive leaves prematurely (Thomsen & Conyon, 2012). 


Other types of executive pay include annual bonuses as a form of short-term compensation, payouts from 
 long-term incentive plans and pension plans, insurance, severance pay and additional types of perks. The 
 benefit of  annual  bonuses  is  a  more  tangible  reward  for  executives,  but  it may  promote  a  short-term 
 focus, which is detrimental to the long-term performance of the company.  


2.7.2  Empirical evidence on executive pay 


Turning to empirical evidence, the overall findings on CEO pay shows that in the US, CEOs are indeed paid 
 for their performance and over the years, their pay are increasingly characterized as pay-at-risk (Thomsen 


& Conyon, 2012). As also accounted for by Thomsen and Conyon (2012), studies are overall showing that 
 with an increase in corporate governance quality, the CEO pay is increasing. This is contradictory to what 
 can be expected from the managerial power viewpoint. They however also summarize findings on how 
 weak boards are allowing higher CEO pay, and report that results on the effect of CEO duality on CEO pay 
 are mixed across studies. 


Cronqvist  and  Fahlenbrach  (2013)  consider  how  CEO  pay  is  designed  following  a  private  equity  (PE) 
 leveraged  buyout  (LBO).  This  is  interesting,  as  the  principal  can  be  assumed  to  have  arms-length 
 bargaining from a position of significant strength so that the compensation package will be constructed 
 to maximize shareholder value, which is also in line with arguments made by Edmans (2014), who argues 
 that high ownership provides the incentive and ability to intervene. The sample used is representative of 
 large US companies. Cronqvist and Fahlenbrach (2013) find that following LBOs, there is a reduction in 
 qualitative performance measure components and an increase in quantitative ones, to remove the ability 
 to manipulate performance. Base salary and bonuses increase, and equity stake likewise increase. There 
 is a reduction in time-vesting restricted shares and an increase in performance-vesting restricted shares. 


Severance pay stays the same. Lastly, CEO perquisites do not appear to change. When considering CEO 
perquisites two perspectives can be applied; either, CEO perquisites are value destroying with the CEO 
extracting private benefits or CEO perquisites are value-maximizing, as compensating the CEO in pre-tax 
money would be more costly if they were to achieve the same benefits. The latter seems more likely given 
Cronqvist and Fahlenbrach’s (2013) findings. Overall, the pay changes follow what can be expected from 
the informativeness principle: When it becomes easier to measure actions and when these measurements 
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 are more precise, the compensation package will reflect this. There is a higher buy-in requirement in the 
 compensation,  as  performance  vesting  and  cash  flow-based  measurements  are  increased  to  ensure 
 principal-agent alignment.  


In a study by Coles, Daniel and Naveen (2006) it is shown that the construction of incentives in companies 
 are in fact also driving the company policies; if executives are having a compensation package rewarding 
 risky behavior, the company tends to focus more on R&D investments using leveraged financing. Likewise, 
 the incentive policies implemented in companies are reflecting the company goals. They also find that 
 CEO  tenure  is  positively  correlated  to  stock  compensation.  Consequently,  this  shows  that  executive 
 compensation design is reflecting actions. 


2.7.3  Executive pay from the lens of behavioral agency 


Pepper and Gore (2015) argue for a different point of view than the agency view of a linear dependency 
 between reward and effort, by putting forth a more complex relationship affected by a series of factors 
 stemming from assumptions on risk  preferences,  time  discounting  of  rewards,  inequity  aversion  and  a 
 tradeoff between intrinsic and extrinsic motivational parameters. For instance, they argue that extrinsic 
 motivators can at a certain point crowd out intrinsic motivators, which is detrimental to effort. Likewise, 
 an overly  high amount of extrinsic motivation may  attract executives  overly focused on the monetary 
 reward than an actual interest in the company. When considering rewards, the bounded rational agent 
 discounts the future in a hyperbolic manner, and is risk seeking in terms of losses and risk averse in terms 
 of gains. Related to this hyperbolic discounting of the future is the weakness of will; an agent is more likely 
 to undertake actions that are pleasurable in the short term compared to the long term. 



2.8  Stakeholder pressure 


The  final  category  of  corporate  governance  mechanisms  is  stakeholder  pressure,  including  a  range  of 
 stakeholders  such  as  creditors,  auditors,  analysts  and  competitors.  This  thesis  will  only  perform  a 
 superficial review of these, as they are of secondary nature when considering the case company. 


Considering first creditor pressure and the capital structure of companies, companies need to choose an 
optimal  debt  to  equity  ratio  and  will  hold  creditor-imposed  loan  covenants.  These  covenants  are 
important, as shareholders’ and debtholders’ risk profiles are differing; in particular, it is rewarding for 
equity  holders  to  take  on  more  risk  than  debtholders.  At  the  same  time,  acquiring  debt  is  a  way  for 
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 companies to discipline management. With debt, the financial institution will often impose monitoring of 
 the company, potentially by placing a person on the board (Thomsen & Conyon, 2012). 


The  auditing  function  is  another  central  element  to  good  corporate  governance.  By  using  external 
 auditors,  companies  can  ensure  trust  and  minimize  agency  problems.  Analysts  serve  as  a  corporate 
 governance mechanism as they issue ratings and stock recommendations which serve as signals on the 
 companies’  performance. Lastly, market  competition is a strong way of correcting inefficiencies  in the 
 market, as only efficient companies will have long-term success (Thomsen & Conyon, 2012). 



3  Methodology 


This section will outline the methodological choices made in the thesis, focusing first on the methodology 
 towards the overall thesis and secondly on the specific methods applied to perform the event studies. 



3.1  Methodological approach towards the thesis 


This thesis follows the methodological philosophy of pragmatists by acknowledging that elements from 
 both objectivism and subjectivism are essential in gaining a full understanding of the research problem at 
 hand, and that no one methodological approach is superior in answering the question. Elements from 
 both  branches  of  the  research  will  consequently  be  considered  to  fully  drive  forward  the  knowledge 
 building to create practical outcomes valuable to readers. This is fully reflected in the overall approach to 
 the research, namely a mixture between deductive and inductive approaches (Saunders et al., 2016). 


Overall, the thesis is based on an abductive approach to research; in particular, it was the surprising fact 
 of  Facebook’s  share  price  continuously  increasing  despite  broad  media  coverage  of  a  disregard  for 
 stakeholders  predicted  to  result  in  poor  business  performance,  which  initiated  the  research  with  the 
 overall goal of trying to figure out a plausible theory for this occurrence. Due to the pragmatic research 
 stance and the abductive approach, the thesis will bring in both deductive and inductive approaches to 
 meet the research goal (Saunders et al., 2016). 


From the outset, a deductive approach is therefore followed to first validate, through literature reviews 
of corporate governance and enlightened shareholder value creation, that stakeholder management is 
essential to a sustainable business model and from this apply the theory to the case of Facebook by first 
performing a qualitative data collection and second analyzing the information qualitatively. Based on this 
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 qualitative analysis, a quantitatively testable hypothesis will be established. This hypothesis will be tested 
 as through event studies based on the collection of quantitative data.  


Using the result of the event studies, the inductive approach will see its onset, trying to, based on the data 
 and results, develop theoretical reasonings for these results. From this, the plausible explanation to the 
 surprising fact of Facebook’s stock performance will seek to be explained, and this specific case answer 
 will have the potential of being used in other cases. 


3.1.1  The split between qualitative and quantitative research 


Given the partly exploratory nature of the thesis and the fact that focus is on a single firm, qualitative 
 research is a large part of the total body of work. This is natural as qualitative analysis allows for an in-
 depth  understanding  of  the  area  of  interest,  as  long  as  the  area  of  interest  is  limited.  The  qualitative 
 research is furthermore not limited by quantifiable parameters but allows for a broader understanding of 
 the focal firm. However, qualitative research also requires a strict adherence to critical thinking, and the 
 results are less generalizable than what may hold true for quantitively driven research. In performing the 
 qualitative research, focus has been on minimizing subjectivity, acknowledging that a potential bias is at 
 risk of being introduced. A quantitative element has therefore been introduced in the thesis seeking to 
 validate the qualitative analysis by conducting event studies of Facebook analyzing the consequences of 
 corporate governance actions on shareholders measured in a short-term perspective. The incorporation 
 of these event studies seeks to minimize subjectivity, although it should be acknowledged that a risk of 
 bias persists, as considered into more depth in sections 3.2 through 3.7 (Saunders et al., 2016). 


All research is secondary data gathered through desk research. The data for the event studies is coming 
 from Yahoo Finance and all events are determined using newspaper articles from the Financial  Times. 


Remaining  data,  be  that  qualitative  or  quantitative,  is  retrieved  from Facebook’s  own  webpage  for 
investor  relations  and  include  annual  reports  and other  SEC  filings,  from  newspaper  articles  and  from 
Statista.  Concerning  qualitative  data,  focus  has  been  on  obtaining  data  of  recent  nature  to  ensure 
relevance. It is acknowledged that using secondary data can at times result in a bias, which is particularly 
true for qualitative data, and therefore it has been kept in mind that the data has not been made for the 
specific  purpose  intended  for  this  thesis  and  is  therefore  less  directly  applicable  to  the  work.  This  is 
however not invalidating the usefulness of said sources, but rather requires source criticism to ensure 
relevance and validity (Saunders et al., 2016). 
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 3.1.2  Delimitations 


As a result of the extensive literature on corporate governance, on the importance of stakeholders and 
 the testing of said importance, delimitations to the scope of the thesis have been deemed necessary. 


In terms of data collection, only information up until March 1st, 2020 have been considered, which is both 
 limiting the qualitative data collection and is imposing restrictions on the event studies in terms of event 
 occurrences. This has been necessary given the rapid developments of Facebook as a company, which has 
 only accelerated during the Covid-19 crisis.  


When considering the event studies, it should be noted that there has only been a focus on short-term 
 quantitative  effects  of  event  occurrences,  as  also  considering  the  long-term  effects  would  exceed  the 
 scope of the thesis and as findings from this are less reliable. Further, only event occurrences from the 
 Financial Times have been considered, due to the vast time required to get an overview of articles specific 
 to  the  focal  company  in  a  newspaper.  As  a  way  of  understanding  quantitative  effects  of  event 
 announcements,  the  event  studies  are  preferred  as  the  method  as  explained  in  section  3.2,  but  as 
 discussed into depth in section 7.3, there are limitations to the method in terms of obtaining valid results. 


Both the qualitative analysis and the event studies are only performed on Facebook due to the scope of 
 the thesis. This imposes some restrictions on the generalizability of the case findings to other companies, 
 particularly in a broader firm setting. 



3.2  Methods to undertaking the event studies 


This thesis undertakes event studies of Facebook to examine the effect of Facebook share price returns 
 around events which can be  related to Facebook’s management  and corporate  governance setup  and 
 which are ultimately having an impact on stakeholders. This is done to understand if actions attributable 
 to Facebook’s corporate governance significantly impact the shareholder returns by introducing abnormal 
 returns.  The  rationale  behind  undertaking event  studies  is  the  easiness  of  understanding  the  financial 
 implications  as  they  will  be  directly  reflected  in  share  price  movements.  Furthermore,  this  approach 
 follows in the footsteps of the decade long academic practice of understanding event effects though event 
 studies, as obvious from reference literature cited throughout the remaining section on methodology.  


The overall approach of the event studies in this thesis is following the one used in present literature by 
considering abnormal returns (ARs) as excess returns over the expected stock returns.  In particular, only 
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 short-term abnormal returns around the event date will be considered, as is in line with other literature 
 focused on understanding implications of corporate policy decisions. Consequently, no long-term effects 
 will be considered, as these are mainly used to understand market efficiencies (Khotari & Warner, 2006). 


Although the approach to conduct event studies has only changed little since its first introduction by Ball 


& Brown (1968) and Fama, Fisher, Jensen & Roll (1969), Campbell, Lo and MacKinley (1997) argue that 
 the  approach  towards  event  studies  should  differ  given  event  characteristics.  In  order  to  lay  out  the 
 approach of the event studies in this thesis, a description based on an order proposed by Campbell, Lo 
 and MacKinley (1997) will therefore be followed: 1) event definitions, 2) event and estimation window 
 definitions, 3) calculations of normal returns, 4) calculations of abnormal returns and 5) statistical testing. 


The in-depth description of these will start in section 3.4 and finish in section 3.8. 



3.3  Event study assumptions 


Before  examining  the  above  stated  components,  the  underlying  assumptions  to  conducting  an  event 
study  will  briefly  be  examined,  based  on  what  is  laid  out  by  McWilliams  &  Siegel  (1997).  These 
assumptions  are  1)  efficiency  of  markets,  2)  unexpectedness  of  events  and  3)  the  non-existence  of 
confounding events. Market efficiency is a fundamental requirement for performing an event study and 
is  first  considered  by  Fama  (1969).  In  semi-efficient  markets,  the  market  prices  will  immediately  and 
correctly incorporate and reflect all public information concerning the security at hand (Fama, 1970). If 
markets are not efficient, the effect of new information from the event will not be correctly determined 
from looking at abnormal returns. The second assumption stating that events need to be unexpected to 
the public is closely related; when an event is announced, market traders should immediately trade on 
this  new  information  so  the  change  in  price,  the  abnormal  return,  will  be  correctly  reflecting  the 
implications of the unexpected event. If the event is not unexpected by all traders, prices will already be 
adjusted  towards  reflecting  all  information.  Therefore,  the  event  implications  cannot  be  directly 
understood, due to these price fluctuations prior to the event occurrence. The third assumption is that no 
confounding  events  take  place;  that  is,  there  is  no  clustering  of  events  causing  overlaps  in  the  event 
period.  This  is  important,  as  price  changes  should  be  directly  attributable  to  only  the  events  in  focus 
(McWilliams & Siegel, 1997). 
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3.4  Event definitions 


In  this  thesis,  only  events  directly  attributable  to  Facebook’s  corporate  governance  actions  will  be 
 considered. This will specifically be done by using articles from the Financial Times to validate events, with 
 the criteria that events should be 1) directly linked to Facebook’s corporate governance, 2) completely 
 unexpected by the markets and 3) occurring without confounding events. An event will be included if it 
 has occurred in the period between September 25th 2012 (130 days after Facebook’s IPO date of May 18th
 2012, which are excluded due to the days counting as part of the estimation period as described in section 
 3.5) up until time of thesis writing, specifically March 1st, 2020 (Walton, 2019). 


Although the events have been chosen in a manner seeking to avoid biases, it cannot be excluded that 
 some  bias  has  been  introduced  in  the  event  selection  phase.  This  potential  bias  has  been  sought 
 diminished by the inclusion of a several events. In total, 18 events have been identified in the period. 


These are found in Appendix 1. Note that events are chosen such that they do not inflict with earnings 
 calls (see Appendix 2 for an overview of these dates) to ensure relevance. 



3.5  Event and estimation window 


Having defined what makes up an event, the event and estimation windows need to be defined as well. 


As illustrated on Figure 2, the timeline of an event study is divided into an estimation window, an event 
 window and a post-event window, although individual adjustments can be made (Campbell et al., 1997). 


Figure 2: Event study timeline. T1 may at times, including in this thesis, be split into two, so that there is a gap between the end 
 of the estimation window and the beginning of the event window. Further, this thesis will not consider the post-event window 


In defining the event window, the first thing to note is that the day (t) of event occurrence is named day 
0. Deciding on the event window around this date involves a tradeoff; if the event window is too narrow, 
there is a risk of not capturing all short-term effects of the event occurrence, but if the event window is 
too wide, confounding events may alter the results (McWilliams & Siegel, 1997). Consequently, the length 
of an event study is linked to the market efficiency; the more efficient the market, the shorter the event 
window. Most literature argues for a short event window such as Hillmer & Yu (1979), who find that event 
windows should end as fast as a few hours after the event announcement, and Busse & Clifton Green 
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 (2002), who show that CNBC Morning and Midday Call Reports are incorporated into prices within fifteen 
 minutes, although there are cases with statistically significant price movements up to 10 days later. Dann, 
 Mayers,  and  Raab  (1977)  likewise  find  evidence  of  a  15  minute  price  adjustment.  Campbell,  Lo  and 
 MacKinley (1997) argues for event periods of between two and three days. However, as demonstrated by 
 McWilliams & Siegel (1997), most management literature is in fact applying much longer time periods 
 (many around 9 months). This thesis will follow the arguments of Ryngaert & Netter (1990), who argues 
 that the nature of the event study should determine the event window.  Because there is some risk of 
 information leakage, the thesis will apply an event window from day -1 to day +1 (that is, a total of three 
 days). This copes well with some market participants knowing events prior to announcement, and to the 
 fact that some announcements may occur after market closure. To take into account the risk of a slower 
 market incorporation and insider knowledge prior to the event announcement, a five-day and seven-day 
 event window will also be considered (that is, day -2 to day +2, and day -3 to day +3). 


In terms of deciding on the estimation window, less guidance is provided in the literature. The estimation 
 window is important as this provides guidance for the expected return and consequently the calculation 
 of abnormal returns. Khotari & Warner (2006) argue for the use of a 120-day estimation window, ending 
 before the start of the event window. The importance of choosing a sufficiently long estimation window 
 is given by the need to flatten out other event occurrences causing the period’s normal return to be non-
 representative (Mikkelson & Partch, 1986; Slovin et al., 1994). This thesis will follow Khotari & Warner 
 (2006) and use a 120-day estimation window, ending 10 days before the start of the event window in 
 order to avoid any overlap between the event announcement and the estimation window, which could 
 potentially  affect  the  derived  normal  return  (Campbell  et  al.,  1997).  Consequently,  and  as  referenced 
 previously, the first 130 days of Facebook’s public listing will be excluded from the data set as possible 
 event occurrences, as they count towards establishing the first potential estimation window. 



3.6  Constructing a model of normal returns 


To carry out the event studies, a model of normal returns needs to be constructed. Following Campbell, 
Lo and MacKinley (1997), the model can be of statistical or economic nature. Economic models, such as 
the Capital Asset Pricing Model (CAPM) (Lintner, 1965; Sharpe, 1964), which was popular in the 1970s, 
and Arbitrage Pricing Theory (APT) (S. A. Ross, 1976), seem to carry no advantage relative to statistical 
models and will thus not be considered (Brown & Warner, 1985). Therefore, a statistical model will be 
used. 
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 Of statistical models of normal returns, the constant-mean-return-model is the simplest to use and often 
 wise yield largely reliable results when compared to more sophisticated models (Brown & Warner, 1980). 


The market model relates the return of a security to the return of a market portfolio and improves the 
 constant-mean-return-model as the part of return related to variations in the market return is removed 
 causing the abnormal return variance to decrease (Binder, 1998; Campbell et al., 1997). Through this, it 
 becomes easier to detect event effects, although the attractiveness of the model is largely dependent on 
 the  regression  fit  (R2).  In  addition  to  the  constant-mean-return-model  and  the  market  model,  other 
 multifactor models exist. However, in practice the effect of introducing factors, beyond the market factor, 
 on the variance in abnormal returns is small (Campbell et al., 1997). 


Based on the discussion above, the market model has been determined as the best way of understanding 
 normal  returns,  with  it  being  favored  over  in  particular  the  constant-mean-return-model.  Given  the 
 market model’s assumption of a linear relationship between the focal stock and the market portfolio from 
 which it estimates the normal returns, the ordinary least squares (OLS) method can be used to calculate 
 the expected return at time t of the underlying security in focus:  


𝐸(𝑅𝑖𝑡) = 𝛼𝑖+ 𝛽𝑖𝑅𝑚𝑡+ 𝑒𝑖𝑡 ( 1 ) 
 With 𝑅𝑚𝑡 being the market return at time t, and 𝑒𝑖𝑡 being an error term assumed to be independent and 
 independently distributed. 𝛽𝑖 reflects the stock’s sensitivity to market movements and 𝛼𝑖 is the part of 
 the stock’s return not dependent on the overall market movements. 


Specifically, the OLS estimation of parameters 𝛼𝑖 and 𝛽𝑖 will be calculated for each event announcement 
 based on the related estimation window of 120 days by considering the Facebook stock  return in this 
 period together with the chosen market index return. It should be noted here that while some research 
 argues for the use of a lagged beta approach, this is not necessary for Facebook,  as the stock has high 
 trading volumes (Scholes & Williams, 1977). 


To calculate the normal return, a market portfolio needs to be chosen. Scholars suggest the use of broad-
based portfolios such as the S&P 500 (Campbell et al., 1997; McWilliams & Siegel, 1997). Here, the Nasdaq 
100 index has been chosen over the S&P 500 due to Facebook’s higher correlation to this index, resulting 
in a more precise estimation of Facebook’s normal return (Macroaxis, 2020a, 2020b). 



(29)28 



3.7  Calculation of abnormal returns 


The  abnormal  return  (AR)  can  be  considered  as  the  residual  between  the  actual  return  and  the  OLS 
 estimated normal return given the market model. Consequently, the abnormal return can be written as: 


𝐴𝑅𝑖𝑡 = 𝑅𝑖𝑡− 𝐸(𝑅𝑖𝑡)  ( 2 ) 


with 𝑅𝑖𝑡 being the actual return observed and 𝐸(𝑅𝑖𝑡) the estimated return from the market model. t refers 
 to the day in the event windows, and i to the event analyzed. 


Having computed all abnormal returns for i events, it is possible to compute the average abnormal return 
 for each day t in the event windows, resulting in an average abnormal return per day. Given that no weight 
 can  reasonably  be  attributed  to  the  individual  events,  the  average  abnormal  return  (ARR)  can  be 
 calculated as follows: 


𝐴𝐴𝑅𝑡 = 1


𝑁∗ ∑ 𝐴𝑅𝑖𝑡


𝑁


𝑖=1


( 3 ) 


In a similar manner to computing the AAR, it is also possible to compute the cumulative abnormal return 
 (CAR) for each event, starting from T1 until T2. This proves useful in case an event is partially anticipated 
 (Khotari & Warner, 2006). This is simply done as: 


𝐶𝐴𝑅𝑖(𝑇1, 𝑇2) = ∑ 𝐴𝑅𝑖𝑡


𝑇2


𝑡=𝑇1


( 4 ) 


Finally, to compare at once both the average of events  from a cumulative perspective, the cumulative 
 average abnormal return (CAAR), can be calculated from either the CAR or AAR: 


𝐶𝐴𝐴𝑅(𝑇1, 𝑇2) = ∑ 𝐴𝐴𝑅𝑡


𝑇2


𝑡=𝑇1


      𝑜𝑟     𝐶𝐴𝐴𝑅(𝑇1, 𝑇2) = 1


𝑁∗ ∑ 𝐶𝐴𝑅𝑖(𝑇1, 𝑇2)


𝑁


𝑖=1


( 5 ) 


For later analysis, both the AAR and CAAR figures will be depicted. Both figures are normally analyzed, 
 although it is sometimes only the CAAR which is depicted as a figure. This is seen from e.g. Campbell et al. 


(1997), whereas for instance Rani et al. (2014) depict both figures. 



3.8  Statistical testing of abnormal returns 


To test the power of the examined events and associated abnormal returns, statistical tests will be taken 
into use. According to literature, these should be of both parametric and non-parametric nature, with the 
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