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Abstract

This dissertation examines the information content and market microstructure
effects of analysts’ initial coverage. The first essay centers on the valuation effect of
analysts’ initial coverages and discusses the roles of trading volume and firm size in the
revaluation process. First, a large average abnormal return (7.46%) is observed on the
day the initial coverages are released via the Dow Jones News Wire. The average
abnormal return of initial coverages is significantly larger than the average abnormal
returns of analysts’ upgrade recommendations, implying marginal information content for
firms with initial coverage is greater than firms which arc already in the analysts’
recommendation lists. Second, small firms with initial coverage experience a larger
abnormal return (11.13 %) than large firms (4.13%). Third, the abnormal return is found
to be positively related to normal trading volume. This is consistent with Bhushan (1989)
that the price system of firms with higher expected trading volume contains more noise,
but inconsistent with Barber and Loeffler (1993) that an order imbalance due to noise
traders’ response causes a larger price reaqtion for firms with less volume and less
liquidity.

In second essay, market microstructure effects of analysts’ initial coverages is
examined. Since analysts’ recommendations are usually disseminated to clients first and
then released to the public, this provides a unique setting to empirically examine the
behavior of informed trading. In particular, three issues are investigated. First, how

quickly do stock prices incorporate private information ? Using a sample of 87 initial



coverages, most of abnormal returns on the release day occur at the opening trade and
at trades within ten minutes after the opening trade. Second, comparing the efficiency
of the call market and dealership market in reflecting private information, private
information can be more efficiently revealed in the call market (NYSE/AMEX) than in
the dealership market (NASDAQ). Third, when trade size choice of informed traders
is investigated, the proportion of trades in medium size, ranging from 500 to 9,900
shares, increases significantly in the private information period. The results are
consistent with Barclay and Warner’s (1993) stealth trading hypothesis in that traders

prefer to use medium size trades when they have private information.

xi



Chapter 1
Introduction

Financial analysts’ stock picking ability has long been a subject of controversy
among practitioners and academics in the paradigm of the efficient markets hypothesis.
However, extant studies (see, for example, Bjerring, Lakonishock and Vermalen (1983),
Glascock, Henderson, and Martin (1986), Beneish (1991), and Barber and Loeffler
(1993)) document that the market reacts positively (negatively) to analysts’ favorable
(unfavorable) recommendations.

There are several reasons why analysts can provide valuable information to
market participants. Analysts search for and assess information about firms’ prospects
by contacting managements of firms repeatedly, not only formally but also privately.
Sometimes, analysts are involved in investment banking decisions, such as initial public
offerings (IPOs), seasonal offerings, and mergers and takeover events. Analysts can also
obtain information from suppliers, regional distributors, and other sources. By
accumulating information on a day-to-day basis, analysts can maintain an informational
advantage over other market participants. Therefore, analysts’ recommendations can be
informative and valuable.

This dissertation, which contains two essays, extends this line of research to
investigate the information content and market microstructure effects of analysts’ initial
coverages. In the first essay, the valuation effect of analysts’ initial coverages is

examined and the roles of trading volume and firm size in the revaluation process are
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discussed. In the second essay, the market microstructure effect of the release of
information contained in analysts’ initial coverages is examined.

The plan of the dissertation is as follows. Chapter 2 reviews related literature.
Chapter 3 explores information content of analysts’ recommendations. Empirical tests
on informed trading is discussed in Chapter 4. Finally, concluding remarks are presented

in Chapter 5.



Chapter 2
Literature Review

Previous studies obtain analysts’ recommendations from three sources: the Wall
Street Journal (WSJ), the Value Line recommendations, and brokerage houses’
recommendations (see, Table 1). Previous studies in each of the three sources are
reviewed below.

2.1 The Wall Street Journal

Empirical studies on recommendations published in the WSJ (Davies and Canes
(1978), Liu, Smith, and Syed (1990), Beneith and Maris (1992) and Barber and Loeffler
(1993)) indicate that analysts’ recommendations are of value, even though they are
believed to be disseminated subsequent to private releases. Davies and Canes (1978)
show that there is abnormal stock price performance on the day of publication of
analysts’ recommendations in the "Heard on the Street" column of the WSJ for the years
1970-1971. They conclude that analysts provide information to their clients and that the
secondary dissemination of analysts’ recommendation has a significant effect on stock
prices.

Huth and Maris (1992) also report a similar price reaction to analyst
recommendations in the WSJ "Heard on the Street" column. They demonstrate that firm
size is an important variable for negative comments in the column, but not for the
favorable comments. Huth and Maris (1992) attribute no size-effect associated with

favorable recommendations to their small sample size.
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Recently, Barber and Loeffler (1993) find an average abnormal return of 3.53%
on the announcement of analysts’ recommendations published in the monthly "Dartboard"
column of the Wall Street Journal. They claim that the magnitude of the abnormal return
in their study to be the largest among published studies on analysts’ recommendations.
2.2 Brokerage Houses’ Recommendations

As for the recommendations disseminated by research analysts of brokerage
houses, Glascock, Henderson, and Martin (1986) examine a sample of E.F. Hutton’s
aggressive purchase recommendations. They find that over the 10 trading days following
the announcement, 13 of the 16 recommendations generate a risk adjusted excess return
of 4.5 percent and, over the 80 trading days after that, there is a 7.6 percent excess
return. Thus, they suggest that analysts can forecast better than the overall markets.

Meanwhile, Bjerring, Lakonishok, and Martin (1986) evaluate the
recommendations of a regional Canadian money management and investment service
company, which since 1977 has published a weekly "recommended" and a "speculative”
list of stocks, and a monthly “representative" list. For stocks recommended by the
company, abnormal returns are observed, which are statistically and economically
significant. Thus, they conclude that analysts’ recommendations are valuable to
investors.

Recently, Womack (1993) examined a long term price drift after brokerage
houses’ analysts’ recommendations.  He reports that initial price reactions are
incomplete, and that there is a post-recommendation risk-adjusted price drift, implying

analysts’ recommendations provide tradable value for investors. His results are
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inconsistent with those reported by Barber and Loeffler (1993) who show a price reversal
after an initial positive price reaction to analysts’ favorable recommendations.
2.3 The Value Line

The Value Line Inc. is the world’s largest investment advisory publisher. The
firm provides a range of investment information on approximately 1700 stocks.
Copeland and Mayers (1982) evaluate the performance of the Value Line Investment
Survey recommendations made between 1965 and 1978. They find an annual abnormal
rate of return of about 6.8% for an investor who was long in portfolio 1 and short in
portfolio 5. They also report a lag of up to two weeks in the market’s adjustment to
most Value Line recommendations. Excess returns are also found to spread over 13
weeks for changes to rank 5. Both of these lagged adjustments have modest statistical
significance.

Stickel (1985) finds abnormal event period returns of +2.4% for firms added to
Value Line rank 1 (the highest) and -0.3% for firms added to rank 5 (the lowest). He
concludes that recommendations on the Value Line are of value.

Overall, abnormal returns on the announcement of recommendations from the
WSJ, the Value Line, or brokerage houses indicate that analysts’ recommendations carry
valuable information to market participants.
2.4 Mechanism of Disseminating Analysts’ Recommendations

Since this study focuses on analysts’ recommendations released via the Dow Jones
News Wire (DJINW), it would be helpful to review the mechanisms of brokerage houses

disseminating analysts’ recommendations to the DJNW. Marton (1987) outlines the
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mechanisms as follows. First, analysts collect and assess various sources of information.
When an analyst significantly changes an earnings forecast and recommend a buy or a
sell on a stock, most brokerage houses first apply their internal compliance mechanisms.
As a first check, the report must be submitted in writing to the head of the research
department. If the change in opinion is rooted in something that might be construed as
inside information, a discussion between the analyst and the head of research is usually
mandatory to avoid any violation of rules and regulations.

Another issue that need to be considered is "front-running", which is a practice
in that a research analyst shares or trades on material information before the firm’s
clients have access to the analyst’s research. If a brokerage house does not prevent such
"front-running", it violates the NYSE’s rule 342 (b), which requires brokerage firms to
provide appropriate supervisory control associated with analysts’ research reports.

After approved by the head of research, recommendations are disseminated
through the electronic communications network to ensure its simultaneous
communication. It is usually during daily morning calls to both traders and institutional
sales persons that research analysts spread their recommendations. For example, Marton
(1987, p.147) states that "At E.F. Hutton & Co., after a new piece of research
information is unearthed, it is communicated first and simultaneously to institutional
salesmen and block traders before a special "profit line" is hooked up to Hutton’s 400
retail offices across the country."”

Once their clients’ are informed and have traded on the information, analysts’

recommendations may be released to the Dow Jones News Wire (Broad Tape). This is
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done through one of two methods. First, analysts report to the Dow Jones News about
their change of recommendations after disseminating their opinions to their clients first.
In this case, staffs in the Dow Jones News release the news through the Wire, which can
be accessed throughout the country by the subscribers. Second, recommendations are
reported to the Dow Jones News Wire by the staffs in the Dow Jones News Services
who, observing rumors in the Street, contact the brokerage house to verify the truth of
recommendations. Then, after a series of screening processes, analysts’

recommendations are reported through the Broad Tape.



Table 1

Previous studies on analysts’ recommendations released from the WSJ, brokerage houses,
and the Value Line.

I. Recommendations in the Wall Street Journal
* Colker (1963)
* Logue and Tuttle (1973)
* Davies and Canes (1978)
* Liu, Smith, and Syed (1990)
* Beneish (1991)
* Huth and Maris (1992)
* Barber and Loeffler (1993)
II. Recommendations by Brokerage Houses
* Groth, Lewellen, Schlarbaum, and Lease (1979)
* Bjerring, Lakonishok, and Vermaelen (1983)
* Glascock, Henderson, and Martin (1986)
* Womack (1993)
III. Recommendations on the Value Line
* Black (1973)
* Copeland and Mayers (1982)

* Stickel (1985)




Chapter 3
Information Content of Analysts’ Initial Coverages:
Firm Size and Trading Volume Effects
3.1 Introduction

Security analysts collect and disseminate information about firms they cover. The
extant studies find that analysts have superior earnings forecasting ability over simple
time-series models.' Also, the market tends to react positively (negatively) to analysts’
buy (sell) recommendations.? The evidence suggests that security analysts, collectively,
produce valuable information to market participants.

This essay extends this line of research to study the information content of
analysts’ initial coverages. This has not been previously explored in the literature. The
purpose of this study is two-fold. First, I characterize the firms on which analysts
initiate a coverage. Since initial coverages usually carry a buy recommendation, this
could indicate that the firms were neglected by analysts and are currently undervalued.
Hence, it is expected that the initially covered firms will be smaller and less followed by
analysts than the firms currently in the brokerage houses’ recommendation lists.
Furthermore, the initial buy recommendations should induce substantial trading activity

and generate revaluation for the firms’ stocks.

! Collins and Hopewood (1980), Givoly and Lakonishok (1984), Moyer, Chatfield,and Kelly (1985),
and Armstrong (1983), among others.

2 Glascock, Henderson, and Martin (1986), Davies and Canes (1978), Beneish (1991), Huth and Maris
(1992), and Barber and Loeffler (1993).
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In fact, a surprisingly large positive abnormal stock return of 7.46% occurs, on
average, around the release of the analysts’ initial coverages via the Dow Jones News
Wire (DJNW). The magnitude of this abnormal return is about double the level of
abnormal returns documented in previous studies. The largest average abnormal return
documented in previous studies on analysts’ recommendations is 3.53% by Barber and
Loeffler (1993), who examine buy recommendations in the WSJ "Dartboard" column.
Therefore, compared to other types of analysts’ recommendations, the initial buy
recommendations appear to have greater information content.

The second purpose is to examine the major determinants of the revaluation
induced by initial buy recommendations. In particular, this dissertation explores, cross-
sectionally, the role of firm size and trading volume in the revaluation.

Firm size is an important variable that needs to be considered in the revaluation
process. Analysts’ recommendations have an important certification effect, especially
for small firms. Small firms usually do not attract financial analysts’ attention.
However, when an analyst initiates coverage on a small firm and recommends that
investors buy the firm’s stock, the recommendation may certify that the firm is a "good"
firm to invest in. It is conceivable that small firms would benefit more from analysts’
certification effect than large firms.

Furthermore, there is an asymmetry in press coverage; less news is reported about
small firms than large firms. Large firms may also have a public relations department,
which tends to voluntarily disclose the firms’ prospects to the public. Hence, compared

with large firms, small firms tend to have less information available. As a result, the
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marginal information content of analysts’ recommendations on small firms would be
greater than on large firms.

Although the argument for the small firm effect is quite convincing, empirical
evidence from studies on analysts’ recommendations is mixed. Stickel (1985) shows that
small firms exhibit larger price reactions on the announcement of Value Line ranking
changes. However, Barber and Loeffler (1993) find that, after controlling for the effects
of trading volume and return volatility, firm size is no longer an important variable in
explaining variation in price reactions to the release of analysts’ recommendations. This
correct study may provide additional evidence to resolve this unsettled size issue.

Currently, there also are conflicting results regarding how the stock price reaction
to an information release is related to trading volume. Intuitively, firms that are actively
traded and have high trading volume are less likely to be mispriced. Since trading
carries information, the information is likely to be quickly impounded into stock prices.
Therefore, one would expect that actively traded stocks should have a smaller valuation
effect on the release of analysts’ recommendations.

Furthermore, liquidity is positively related to trading volume; i.e., actively traded
stocks tend to be more liquid than thinly traded stocks. As Barber and Loeffler (1993)
argue, if ihe release of analysts’ recommendations creates buying pressure by naive
investors, the order imbalance would cause greater price responses for stocks with less
liquidity. Thus, this liquidity argument implies that the stock price reaction to the release
of analysts’ recommendations should be inversely related to normal trading volume

measured before the recommendation. On the other hand, Bhushan (1989) models the
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Table 30

Frequency of quote revisions at 5 minute interval in the NYSE/AMEX on the release day
(via the Dow Jones News Wire) of analysts’ initial coverages in 1991.

Three information periods are categorized; Pre-information period (days -50,-3), private-
information period (day 0), and post-information periods (days +3,+10). Time interval
0 refers to the first quote on the announcement day. Statistical tests are performed
between pre- and private-information period, and between pre- and post-information
period.

Time Pre-inform. Private-inform. Post-inform.
interval period period period
0 1.00 1.00 1.00
1 2.08 3.61++ 2.28
2 2.13 3.78++ 2.49++
3 2.06 3.83++ 2.20
4 2.01 3.00+ 2.12
5 2.00 3.75++ 2.21
6 2.00 3.36+ 2.01
7 1.87 3.03+ 2.10
8 1.85 2.87+ 2.00
9 1.81 2.36 1.96
10 1.82 2.45 2.16
11 1.88 2.71 2.17
12 1.82 2.53+ 1.97
13 1.85 3.52++ 2.07
14 1.77 2.60+ 1.90
15 1.72 2.30 2274+
16 1.80 2.54 2.20
17 1.76 2.31 2.144+
18 1.72 2.18 1.85
19 1.75 1.96 2.04+
20 1.83 1.92 1.82
+, ++ positively significant at «=0.05, and «e=0.01 level, respectively

-, - negatively significant at «=0.05, and «=0.01 level, respectively
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Table 31

Frequency of quote revisions at 5 minute interval in the NASDAQ on the release day (via
the Dow Jones News Wire) of analysts’ initial coverages in 1991.

Three information periods are categorized; Pre-information period (days -50,-3), private-
information period (day 0), and post-information periods (days +3,+10). Time interval
0 refers to before 9:30 a.m. on the announcement day. Statistical tests are performed
between pre- and private-information period, and between pre- and post-information
period.

Time Pre-inform. Private-inform. Post-inform.
interval period period period

0 2.86 6.79++ 2.66
1 2.03 5.18++ 2.28
2 1.96 3.41++ 1.65
3 1.76 2.00 1.86
4 1.68 3.13+ 1.73
5 1.90 2.15 1.97
6 1.67 2.27 1.87
7 1.76 3.90 1.82
8 1.84 2.71 1.99
9 1.50 2.00 1.74
10 1.71 2.00 1.57
11 1.49 2.67 2.24
12 1.66 1.55 2.13
13 1.53 1.50 1.88
14 1.83 2.20 1.40
15 1.54 1.83 2.11
16 1.63 1.33 1.82
17 1.66 ' 1.20 2.00
18 1.48 1.50 1.33
19 1.49 1.29+4++ 1.28--
20 1.46 1.83 1.49
+, ++ positively significant at «=0.05, and «=0.01 level, respectively

- - negatively significant at «=0.05, and «=0.01 level, respectively



84

Table 32

Trading volume at 5 minute interval in the NYSE/AMEX on the release day (via the
Dow Jones News Wire) of analysts’ initial coverages in 1991.

Three information periods are categorized; Pre-information period (days -50,-3), private-
information period (day 0), and post-information periods (days +3,+10). Time interval
0 refers to the first quote on the announcement day. Statistical tests are performed
between pre- and private-information period, and between pre- and post-information
period.

Time Pre-inform. Private-inform. Post-inform.
interval period period period

0 64.37 259.70+ + 57.44
1 55.36 92.76+ + 40.50
2 69.55 154.50+ + 41.50
3 79.52 139.50+ 59.84
4 59.69 144.10 59.11
5 55.06 122.80+ 50.50
6 53.03 122.60+ 53.35
7 50.52 70.52 45.35
8 55.58 : 75.03 52.20
9 44.10 59.00 47.19
10 41.41 63.42 42.17
11 44.92 41.13 52.01
12 39.60 68.94 + 41.15
13 49.63 53.68 38.71
14 44.04 29.70 48.76
15 45.95 67.54 47.91
16 36.79 67.97 63.10
17 38.89 36.65 47.03
18 36.81 34.96 , 59.79
19 36.95 75.03 49.12
20 42.25 42.86 39.87
+, ++ positively significant at «=0.05, and «=0.01 level, respectively

- - negatively significant at «=0.05, and «=0.01 level, respectively
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Table 33

Trading volume at 5 minute interval in the NASDAQ on the release day (via the Dow
Jones News Wire) of analysts’ initial coverages in 1991.

Three information periods are categorized; Pre-information period (days -50,-3), private-
information period (day 0), and post-information periods (days +3,+10). Time interval
0 refers to before 9:30 a.m. on the announcement day. Statistical tests are performed
between pre- and private-information period, and between pre- and post-information
period.

Time Pre-inform. Private-inform. Post-inform.
interval period period period

0 11.47 6.08-- 8.57
1 80.86 166.20+ + 44.70-
2 88.18 229.60+ + 52.85
3 81.88 121.20 42.58--
4 66.37 162.60 41.55--
5 76.05 189.20+ 37.39-
6 64.10 193.90+ 47.57
7 61.33 113.80 29.06--
8 61.41 89.67 36.82-
9 60.15 58.33 38.56
10 54.91 95.76 32.69--
11 57.14 67.28 48.03
12 77.21 100.20 55.99
13 48.41 69.46 78.30
14 46.66 65.75 77.25
15 61.96 80.75 39.43
16 49.36 57.71 51.74
17 54.00 131.70 47.80
18 42.65 68.81 82.44
19 37.30 57.90 44.40
20 48.42 88.96 37.59
+, ++ positively significant at «=0.05, and «=0.01 level, respectively

- - negatively significant at «=0.05, and «=0.01 level, respectively



77

gl v/ Z m -
_— =
4l%“\\\§g 5

N %

—

LN

Aouanbaiy

in the NYSE/AMEX

ency of quote changes for firms

Figure 6: Frequ

86



