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(IJ-09) Celebrity Scandals and Stock Market Performance

Will celebrities’ bad news events influence the stock returns of the endorsed firms? Using manually collected data
samples and event-study methodology, this paper is aiming at analyzing the effect of celebrities’ scandals on the stock
market performance of the respective firms. We find a decline in stock prices and negative average cumulative
abnormal returns (ACAR) of the firms within three to four days after the initial announcement date of the celebrity
scandals. However, the mean cumulative abnormal returns (ACAR) of the firms increase back to a positive level four
days after the event’s first publicity. This reversal effect we document indicates that it is the investor sentiment in the
market that reduces the firm value immediately after the event, not an actual change in the expected cash flows of the
firm. The fact that stock price climbs up again a few days after the event can lead to a trading strategy. Short-term

traders can consider buying the stocks of the firms right after their stock prices declined due to the announcement of
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celebrity scandals and sell after a few days when the price jumps back to a higher level.
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1. Introduction

Celebrity endorsement has been widely used by firms to promote their products for decades. Up to 25% of American
companies use celebrities as part of their advertising strategy (Shimp 2000). Previous literature had discussed the
advantages and disadvantages of celebrity endorsements. Some documented positive impact of celebrity endorsement
announcements on firms’ stock returns, such as Agrawal and Kamakura (1995), indicating that investors expect the
endorsement to be a worthwhile investment. On the other hand, some found an insignificant relationship between
endorsement announcements and firms’ market returns, such as Ding, Molchanov, and Stork (2011), but a positive
correlation still exists in the technology industry.

In the long run, publicized events about celebrities have impacts on the company as well. Mathur et al. (1997) showed
that Michael Jordan’s return to the NBA increased the market value of his client firms. Farrell et al. (2000) examined
Tiger Woods' tournament performance on endorsing firms' value. The authors did not find any significant results for
Fortune Brands and American Express, but there was a significant relationship when it comes to Nike. Christopher
R. and Stango (2010) found that the Tiger Woods scandal hurt the market value of his sponsors and had a positive
effect on sponsors’ competitors. However, good or bad news about celebrities was only tested by using one specific
example in the above papers and there were few empirical papers examining the general effect of celebrity good news
or scandals on companies’ stock market reactions.

Naturally, the following questions are raised: Will the celebrity spokesman’s bad performance lead to a significant
and negative change in the market return of the firm? Would the competitors of the endorsed firms have a reverse
reaction after the events? Will there be an abnormal return for investors to make use of to trade? In this paper, it is
hypothesized that there should be a strong impact of celebrity scandals on the stock returns of their endorsed
companies. Besides, the change in the stock prices should be partially driven by investor sentiment so that we should
see a reverse effect after the initial price drop. Finally, there should be arbitraging opportunities for investors from
these events. This empirical event study could also possibly provide some evidence for short-term trading strategies
in the following days after the event.

2. Materials and Methods

For the celebrity news events and the associated endorsed companies, we use various search methods on the internet
such as Google and Yahoo search engines and the companies’ official websites. Our sample focus on well-known
stars, companies, and endorsement relationships. The endorsement contracts could be verified through the Factiva
database, which includes 46 major news and business publications in the US. Stock return data for the endorsed firms
is downloaded from the CRSP database. We hand-collected 69 unique cases where a firm has scandal news reported
on a specific day associated with the firm’s celebrity endorser. Firms in our sample include famous firms such as
Nike, Dell, Coca-Cola, Pepsi, and others. Their celebrity spokesmen who had scandals reported include Lance
Armstrong, Ben Curtis, Bill Cosby, Tiger Woods, Donald Trump, and others. We use one-on-one pairs of firm and
event days when the firm’s spokesman has scandals announced and we conduct event study analysis.

Following Brown and Warner (1985), MacKinlay (1997), and Eisdorfer and Kohl (2015), A common event study
technique could be used to calculate abnormal returns on the trading days after the event.

The basic CAPM model is a one-factor model for stock returns:
Ry =a;+ BiRpm: + €t

where R; ; is the rate of return of the stock of the ith firm on day t, R,  is the rate of return of the equally-weighted or
value-weighted market index on day t, €; ¢ is an error term that is assumed to follow a GARCH(1,1) process, and f3;
measures the sensitivity of R; ; to the market index (Cowan 2008).

The gap between a firm’s stock raw return and expected return in the post-event window is considered to be its
abnormal return:

Air =Ryt — (@ + BiRpmy)
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where the parameters @; and f; are maximum likelihood estimates of a; and B; and we could use past 250-day data
before the news event. Scholes-Williams beta estimator adjustments could be used to mitigate estimation biases
arising from illiquid trading (Clark 2009).

Different models can be used to estimate the expected return as in Eisdorfer and Kohl (2015) and Barber and
Lyon(1997). Besides the market model above, we also use the other three methods: the mean-adjusted model, the
Fama-French three-factor model, and Fama-French plus momentum model.

Average abnormal returns for 1-day returns are calculated across N securities.

1 N
AARt = Nz ARi,f

i=1

Cumulative abnormal return and average cumulative abnormal return can also be calculated and used in the test for
multiple-day returns through time from t; to t,.

t2

CARi,tl:tZ = Z ARi,t

t=t1

N
1
ACARu 2 =5 ) CARgrs

i=1

The effect of celebrities’ special news coverage on firms’ stock returns could be due to the changes in the expected
sales revenue according to rational theory or due to investor sentiment. To test out the existence of investor sentiment,
post-event trading behavior should be observed. Subsequent return reversal after the event could show that the market
has overreacted to the events and the initial negative return is caused by investor sentiment, not the actual decline of
expected cash flows of the firm.

Finally, post-event stock returns could provide us with some trading opportunities. The following days after the event
should be examined to see whether there exist abnormal profits.

3. Results and Analysis

Figure 1 plots the price change of one dollar 10 days before and after the celebrity scandal is announced. The first
graph in Panel A pictures the price change of one dollar 10 days before and after the celebrity scandal is announced
using the mean abnormal returns calculated by using the market model. The second graph in Panel B shows the price
change of one dollar 10 days before and after the event using the mean abnormal returns calculated by using the
market-adjusted model. The third graph in Panel C pictures the price change of one dollar 10 days before and after
the event is announced using the mean abnormal returns calculated by using the Fama-French-Three-Factor model.
The fourth graph in Panel D shows the price change of one dollar 10 days before and after the event using the mean
abnormal returns calculated by using the Fama-French-Momentum model. In all graphs, we can see that the price of
one dollar decreases and then increases as a general trend over the period 10 days before and after the event.

Figure 2 plots the Average Cumulative Abnormal Return (ACAR) 10 days before and after the celebrity scandal is
announced. The first graph in Panel A pictures the Average Cumulative Abnormal Return 10 days before and after
the celebrity scandal is announced using the mean abnormal returns calculated by using the market model. The second
graph in Panel B shows the Average Cumulative Abnormal Return 10 days before and after the event using the mean
abnormal returns calculated by using the market adjusted model. The third graph in Panel C pictures the Average
Cumulative Abnormal Return 10 days before and after the event is announced using the mean abnormal returns
calculated by using the Fama-French-Three-Factor model. The fourth graph in Panel D shows the Average
Cumulative Abnormal Return 10 days before and after the event using the mean abnormal returns calculated by using
the Fama-French-Momentum model. In all graphs, we can see that the Average Cumulative Abnormal Return
decreases and then increases as a general trend over the period of 10 days before and after the event. ACAR drops to
a negative number right after the event is announced but jumps back up to a positive number a few days after the
event.
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Table 1 reports the event study results of the average cumulative abnormal return (ACAR) of the firms with celebrity
scandals. Panel A shows results using market model results. Panel B shows results using the market-adjusted model.
Panel C shows results using the Fama-French-Three Factor model. Panel D shows results using the Fama-French-
Momentum model. We observe a decrease in stock prices and negative mean cumulative abnormal returns of the
firms within three to four days immediately after the initial announcement date of the celebrity scandals. However,
the mean cumulative abnormal returns of the firms increase to a positive level four days after the initial publicity of
the events. This reversal effect shows that it is the investor sentiment in the market that reduces buying orders of the
firms immediately after the event occurrence, but this reduction disappears four days after the event. The reduction
in prices, in the beginning, is not caused by the actual change in the expected cash flows of the firm so that the stock
price can climb up to a high level again. Short-term traders can consider the strategy of buying the stocks of the firms
that just experienced a celebrity scandal event when the stock price declined to a low point and wait for the price to
come back to an even higher level to sell.

4. Discussion

It has been controversial in the literature whether bad news about the endorsers of the firms leads to a bad stock market
performance. It has been found before that a single scandal event of a very popular celebrity can lead to a negative
and long-lasting effect on the endorsed firm. For example, the Tiger Woods scandal hurt the firm value of Nike badly.
Our study, however, collects more cases in general rather than examines just one or two cases. Our findings
surprisingly show that such negative impacts are caused by investor sentiment rather than a change in the expected
cash flows of the firm. Our paper adds value to the literature that there is a reversal effect after the initial drop in
prices for the firms that experience a negative shock on the reputation of their spokesmen.

5. Conclusions

This paper looks at the effect of celebrity scandals on changes in firm values. We use event study methodology to
analyze 69 hand-collected celebrity scandal cases. We calculate the average cumulative abnormal returns (ACAR) of
the firms ten days before and after the initial announcement of the celebrity scandal and find their average cumulative
abnormal returns negative first few days right after the event but change to a positive level four days after the event.
We believe that the initial negative calculated average cumulative abnormal returns (ACAR) are caused by investor
sentiment and the reversal effect afterward provides a short-term trading strategy for investors.
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Figure 1: Price Change of One Dollar 10 days before and after the Scandal

Figure 1 plots the price change of one dollar 10 days before and after the celebrity scandal is announced. The first
graph in Panel A pictures the price change of one dollar 10 days before and after the celebrity scandal is announced
using the mean abnormal returns calculated by using the market model. The second graph in Panel B shows the price
change of one dollar 10 days before and after the event using the mean abnormal returns calculated by using the
market-adjusted model. The third graph in Panel C pictures the price change of one dollar 10 days before and after
the event is announced using the mean abnormal returns calculated by using the Fama-French-Three-Factor model.
The fourth graph in Panel D shows the price change of one dollar 10 days before and after the event using the mean
abnormal returns calculated by using the Fama-French-Momentum model. In all graphs, we can see that the price of
one dollar decreases and then increases as a general trend over the period 10 days before and after the event.
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Panel C: Fama-French-Three-Factor Model

O I

= I

W ——

A

U1 ——

Panel D: Fama-French-Momentum Model

N — N ——

00 I 00 I

© ©

-
o

-
o



102

Figure 2: Average Cumulative Abnormal Return (ACAR)
10 days before and after the Scandal

Figure 2 plots the Average Cumulative Abnormal Return (ACAR) 10 days before and after the celebrity scandal is
announced. The first graph in Panel A pictures the Average Cumulative Abnormal Return 10 days before and after
the celebrity scandal is announced using the mean abnormal returns calculated by using the market model. The second
graph in Panel B shows the Average Cumulative Abnormal Return 10 days before and after the event using the mean
abnormal returns calculated by using the market adjusted model. The third graph in Panel C pictures the Average
Cumulative Abnormal Return 10 days before and after the event is announced using the mean abnormal returns
calculated by using the Fama-French-Three-Factor model. The fourth graph in Panel D shows the Average
Cumulative Abnormal Return 10 days before and after the event using the mean abnormal returns calculated by using
the Fama-French-Momentum model. In all graphs, we can see that the Average Cumulative Abnormal Return
decreases and then increases as a general trend over the period of 10 days before and after the event. ACAR drops to
a negative number right after the event is announced but jumps back up to a positive number a few days after the
event.
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Table 1: Event Study on Firm Value

This table reports the event study results of the average cumulative abnormal return (ACAR) of the firms with celebrity
scandals. Panel A shows results using market model results. Panel B shows results using the market-adjusted model.
Panel C shows results using the Fama-French-Three Factor model. Panel D shows results using the Fama-French-
Momentum model.

Panel A: Market Model
Days to Event Observations ACAR

-10 69 0.31%
9 69 0.34%
-8 69 0.50%
-7 69 0.30%
-6 69 0.49%
-5 69 0.16%
-4 69 0.16%
3 69 0.32%
2 69 0.24%
-1 69 -0.08%
0 69 -0.02%
1 69 -0.23%
2 69 -0.12%
3 69 -0.11%
4 69 0.02%
5 69 0.21%
6 69 0.26%
7 69 0.55%
8 69 0.60%
9 69 0.67%

69 1.00%

—_
(=]
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Panel B: Market Adjusted Model

Days to Event Observations ACAR

-10 69 0.21%
9 69 0.35%
-8 69 0.44%
-7 69 0.25%
-6 69 0.33%
-5 69 -0.01%
-4 69 0.04%
3 69 0.12%
2 69 0.09%
-1 69 -0.18%
0 69 -0.10%
1 69 -0.29%
2 69 -0.19%
3 69 -0.26%
4 69 -0.16%
5 69 0.07%
6 69 0.10%
7 69 0.43%
8 69 0.63%
9 69 0.72%
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Panel C: Fama-French-Three Factor Model

Days to Event Observations ACAR

-10 69 0.29%
9 69 0.34%
-8 69 0.55%
-7 69 0.17%
-6 69 0.31%
-5 69 0.02%
-4 69 -0.04%
3 69 0.10%
2 69 -0.03%
-1 69 -0.40%
0 69 -0.17%
1 69 -0.36%
2 69 -0.24%
3 69 -0.23%
4 69 -0.13%
5 69 0.12%
6 69 0.13%
7 69 0.34%
8 69 0.35%
9 69 0.42%




108

Panel D: Fama-French-Momentum Model

Days to Event Observations ACAR

-10 69 0.33%
9 69 0.46%
-8 69 0.66%
-7 69 0.33%
-6 69 0.46%
-5 69 0.16%
-4 69 0.12%
3 69 0.22%
2 69 0.08%
-1 69 -0.33%
0 69 -0.06%
1 69 -0.27%
2 69 -0.12%
3 69 -0.11%
4 69 0.00%
5 69 0.27%
6 69 0.31%
7 69 0.54%
8 69 0.57%
9 69 0.59%
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