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This research examined whether mandated accounting disclosures
affected the expectations of financial analysts and Investors similarly.
If the uncertainty among Investors (disperslion of Investors!'
expectatlons) which Is unobservable could be monitored by measuring the
uncertainty among analysts (change In the dispersion of analysts' EPS
forecasts), accounting pol icymakers could evaluate thelr disclosures In
part based on whether the uncertalnty among Investors was reduced.

Secur ity analysts, |lke Investors, are affected by Information-
bearing signrals at two levels: Individual and consensus. When
Indlvidual Investor's expectations are revised, fransaction volumes
Increase while revisions In Individual analyst's expectations are
reflected as a change In the dispersion of analysts' EPS forecasts. When
Investors! expectations are revised at the consensus level, securlty
prices change, while a revision of analysts' consensus expectations
changes the mean of the analysts' EPS forecasts.

To test the similarity of analysts' and Investors! expectations a
Joint hypothesis was tested. The first hypothesis was that financlal
accounting disclosures which did not affect investors' expectations
should not affect analysts' expectations. The second hypothesls was that
a financial accounting disclosure which revised Investors' (analysts!)

expectations should also revlise analysts' (Investors') expectations.
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The first hypothesls was tested by measuring anaiysts'! reactlons to
the release of replacement cost data required by ASR 190. The test
results, which found no significant reaction by analysts, were consistent
with previous research which Indicated Invesiors' expectations were not
revised by ASR 190's data.

The second hypothesis was tested by measuring both analysts' and
Investors'! reactions to the release of SEC mandated | ine~of-business
disclosure. The results suggested nelther analysts' nor investors'
expectations were revised.

The concluslon of this research was that mandated accounting
disclosures which did not affect Investors' (analysts') expectations did
not affect analysts' (investors'!) expectations. However, whether
mandated accounting disclosures which affect Investors' (analysts')
expectations also affect analysts! (Investors'!) expectations remains
unresolved. Therefore, this research provided oniy partial support for

the hypothesized analyst-Investor relationship.
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CHAPTER |

OVERVIEW AND LITERATURE REVIEW

Overview

Financlal analysts, In thelr roie as Information Intermediaries, are
often ldentifled as primary users of accounting data and accountling
research has examined the responses of professional analysts to varlous
accounting issues, Financial analysts, however, are a differentiable
subset of all security market participants because other economic
declislon makers may react differently from professional analysts, glven
the same accountling signals.

This research addresses whether mandated financial accounting dis-
closures affect the expectations of flnancial analysts and investors in a
similar way. If *this relationshlip Is established then measurable
features of anaiysts’ expectations can be used to monitor changes In
Investors! expectations which are unobservable directly.

If flinancial analysts' expectations could be used as a surrogate for
Investors' expectations, *+hen measurement of changes In analysts'
expectations could become a basis for evaluating disclosures mandated by
accounting policymakers. Analysts' expectations could be used to
monitor changes In the otherwise unobservable uncertalnty among investors

by measuring the changes In the dispersion of analysts' earnlings
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forecasts. Acccounting policymakers could evaluate thelr mandated dis-
clcsures In part based on whether the uncertainty among Investors was
affected as they Intended.

If the amount and timing of a firm's future earnings are related to
its current stock price, analysts' expectations as impounded in their EPS
forecasts seem a reasonable surrogate for Investors' expectations for iwo
reasons., FIrst, Investors who do not have the time and (or) expertise to
forecast earnings themselves may use analysts' forecasts of earnings to
determine stock prices. Second, analysts must compete in a competitive
information market 1o produce accurate forecasts so thelr services remain
In demand. Therefore, while analysts and Investors are estimating two
separate things (earnings and securlty values, respectively), It Is not
unreasonable to suggest that thelr expectations are affected In a similar
way as they evaluate signals produced by accounting disclosures.

This research tests two hypotheses, both of which must hold 1f the
similarity of analysts' and Investors' expectatlons [s to be supported:

(1) Financial accounting disclosures that do nov affect Investors!

expectatlons do not affect analy-ts' expectations.

(2) inancial accounting dlscliosures which revise Investors!'

(anal ysts'!) expectations should also revise analysts!
(Investors') expectatlons.,
If both hypotheses hold, the limitations of stock market studles which
have been used to evaluate mandated disclosure could be clrcumvented by

evaluating changes In analysts' expectations,
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Stock Market Study Shortcomlngs

Stock market research has developed various methods of detectling the
Impact of signals generated firom the securlitlies market snvironment on
Investor expectations. The market model and changes In security
transactlion volumes have been the primary means used In detecting the
impact of these signals. The problem Is that both techniques are |imited

In evaluating the effects of mandated disclosure on Investors.,

The Market Model
In general, the market model splits a security's fotal (R;;) return
Intoc two componentys: a systematic return (o + BI Rp4)» and an
unsystematic return (u;;) that |Is firm specific, has a zero (0) expected
value, and Is Independent of the market return (Rmf) and other

securitles! firm=specific returns (ujf).1

Therefore:
Rip = @0 * 81 R * Ut
where:
Ri+ = the revurn of security [ In perlod t.
i, £ = Intercept and slope of the |inear relationship bewteen

le and Rmf
Rmf = the market return at time *.

uj4 = stochastlic portion of R,y which Is unique to firm I.

Two methods for measuring the impact of mandated disclosures are

possible with thls model, The first measures the unsystematlic or

"Witiiam H. Beaver, "The Behavior of Security Prlces and Its
Implications for Accounting Research (Methods)," The Accountling Review
47, supplement (1972): 410,
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residual portion of the return that Is associated with a speciflic
disclosure event, whereas the second measures the change In the beta
coefficlent found in the systematic portion of a firm's return.

A llmitation of al |l return based methodologies Is that a signal's
Impact on Investors' expectations must be reflected in price changes.
Therefore, those signals that revise Investors' expectations but not

securlty prices cannot be detected using market model techniques.

Unsystematic Return

Measurement of a signal's impact on Investors' expect.tions using
the unsystematic or residual portion of a security's return can take two
forms: (1) calcuiating the change In the amount of this residual, and
(2) measurlng the change In the varlance of uj4 about Its zero mean.
Using the first technique Horwitz and Kolodny sought to measure the
Impact of segment disclosure required by the SEC in 10-K reports filed on
March 31, 1971.2 They tested cross-sectlonal and cumulative average
residuals and then repeated the process using averages of the absolute
values of the residuals. Their statlistical tests Indicated no difference
in the residuals between multisegment and single segment companies. Had
Horwitz and Kolodny found a significant Impact, their methodology would
not have provided a means of evaluating thls disclosure. Their willing~
ness to use absolute value points out that segment disclosure was not

expected to revise the residuals in any speciflic direction. Using this

2Bertrand Horwlitz and Richard Kolodny, "Line of Business Reporting
and Security Prices: An Analyslis of a SEC Disclosure Rule," The Bell
Journal of Economics 8 (Spring 1977): 234-49.
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