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U n iv e r s i t y  of  Nebraska, 1985 

Advisor:  J.  Clay S ing le ton

T h i s  r e s e a r c h  exam ined  w h e t h e r  mandated a c c o u n t i n g  d i s c l o s u r e s  

a f f e c t e d  the exp ecta t io n s  of f i n a n c i a l  an a lysts  and Investors  s i m i l a r l y .  

I f  t h e  u n c e r t a i n t y  among I n v e s t o r s  ( d i s p e r s i o n  o f  I n v e s t o r s '  

e xp ec ta t ion s )  which Is unobservable could be monitored by measuring the  

u n c e r t a i n t y  among a n a l y s t s  (change In t h e  d i s p e r s i o n  o f  a n a l y s t s '  EPS 

fo r e c a s t s ) ,  accounting po l icymakers could e v a lu a te  t h e i r  d isc losures  In 

p a r t  based on whether t h e  u n c e r ta in ty  among Investors was reduced.

S e c u r i t y  a n a l y s t s ,  l i k e  I n v e s t o r s ,  a r e  a f f e c t e d  by I n f o r m a t i o n -  

b e a r i n g  s i g n a l s  a t  tw o  l e v e l s :  I n d i v i d u a l  and consensus.  When

I n d i v i d u a l  I n v e s t o r ' s  e x p e c t a t i o n s  a r e  r e v i s e d ,  t r a n s a c t i o n  vo lumes  

I n c r e a s e  w h i l e  r e v i s i o n s  In I n d i v i d u a l  a n a l y s t ' s  e x p e c t a t i o n s  a r e  

r e f l e c t e d  as a change In the  d ispers ion  of an a lys ts '  EPS forecasts .  When 

I n v e s t o r s '  e x p e c t a t i o n s  a r e  r e v i s e d  a t  t h e  consensus l e v e l ,  s e c u r i t y  

p r i c e s  change,  w h i l e  a r e v i s i o n  o f  a n a l y s t s '  consensus e x p e c t a t i o n s  

changes th e  mean of th e  a n a ly s t s '  EPS f o r e c a s ts .

To t e s t  t h e  s i m i l a r i t y  of  a n a l y s t s '  and I n v e s t o r s '  e x p e c t a t i o n s  a 

J o i n t  h y p o t h e s i s  was t e s t e d .  The f i r s t  h y p o t h e s i s  was t h a t  f i n a n c i a l  

a c c o u n t i n g  d i s c l o s u r e s  which d id  n o t  a f f e c t  I n v e s t o r s '  e x p e c t a t i o n s  

should not a f f e c t  an a lys ts '  expecta t io ns .  The second hypothesis was t h a t  

a f i n a n c i a l  accounting d i s c l o s u r e  wh ich  r e v i s e d  I n v e s t o r s '  ( a n a l y s t s ' )  

exp ec ta t io n s  should a l s o  r e v is e  a n a ly s t s '  ( I n v e s t o r s ' )  expecta t ions .
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The f i r s t  hypothesis was t e s te d  by measuring an a lysts '  reac t io n s  t o  

t h e  r e l e a s e  o f  r e p l a c e m e n t  c o s t  d a t a  r e q u i r e d  by ASR 190. The t e s t  

r e s u l t s ,  which found no s i g n i f i c a n t  re a c t io n  by ana ly s ts ,  were co ns is ten t  

w i t h  previous research which Indica ted In vestors'  expecta t io ns  were not  

rev ise d  by ASR 190's data.

The second h y p o t h e s i s  was t e s t e d  by m e a s u r in g  both a n a l y s t s '  and 

I n v e s t o r s '  r e a c t i o n s  t o  t h e  r e l e a s e  o f  SEC mandated I I n e - o f - b u s l n e s s  

d i s c l o s u r e .  The r e s u l t s  suggested  n e i t h e r  a n a l y s t s '  nor  I n v e s t o r s '  

expecta t io ns  were rev ised .

The c o n c l u s i o n  o f  t h i s  r e s e a r c h  was t h a t  mandated a c c o u n t in g  

disc lo sures  which did not a f f e c t  In vestors'  (ana ly s ts ' )  expecta t ions  did  

n o t  a f f e c t  a n a l y s t s '  ( I n v e s t o r s ' )  e x p e c t a t i o n s .  However,  w h e t h e r  

mandated a c c o u n t in g  d i s c l o s u r e s  which a f f e c t  I n v e s t o r s '  ( a n a l y s t s ' )  

e x p e c t a t i o n s  a l s o  a f f e c t  a n a l y s t s '  ( I n v e s t o r s ' )  e x p e c t a t i o n s  re m a in s  

unresolved.  There fore ,  t h i s  research provided only p a r t i a l  support fo r  

t h e  hypothesized a n a l y s t - ln v e s t o r  r e l a t i o n s h i p .

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

 
 
 
 

 
 
 

PREVIE
W



I

ACKNOWLEDGEMENT

I want  t o  ded ica te  t h i s  d i s s e r t a t i o n  t o  my w i f e  Linda and daughter  

Jen n i fe r .  W i thout  t h e i r  love and encouragement t h i s  d i s s e r t a t i o n  would 

never have been completed.

I w a n t  t o  e x t e n d  a s p e d  a I t h a n k  you t o  Dr.  J. Oi ay 31 ngl e to n .  HI s 

pat ience ,  e x p e r t i s e ,  and enthusiasm have t r u l y  made t h i s  d ls s e r a t l o n  a 

l ea rn in g  experience .

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

 
 
 
 

 
 
 

PREVIE
W



I I

TABLE OF CONTENTS

page

ACKNOWLEDGEMENT ..........................................................................................................................  I

L IST OF TABLES.....................................................................................................................  lv

LIST OF FIGURES.........................................................................................................................  v

CHAPTER

I.  OVERVIEW AND LITERATURE REVIEW...................................................................  1

Overview...........................................................................................................   . 1

Stock Market  Study Shortcomings ......................................................... 3

The A n a ly s t - ln v e s t o r  R e la t io n s h ip  ....................................................  8

O rg a n iz a t io n  of  t h e  S t u d y ....................................................................... 16

I I .  THE RESEARCH DESIG N..........................................................................................  17

Operat ional  D e f i n i t i o n s  ...........................................................................  17

Tes ts of the  F i r s t  H y p o t h e s i s ...........................................................  20

T ests  of  t h e  Second Hypothes is ...........................................................  25

S t a t i s t i c a l  Methodologies ....................................................................... 33

L i m i t a t i o n s ..........................................    36

I I I .  DATA COLLECT ION AND RESULTS OF THE ANALYSTS..................................  38

S e le c t io n  of Firms t o  be S tud ied ......................................................... 39

Tests  of the  F i r s t  H y p o t h e s i s ...........................................................  46

Tests  of t h e  Second Hypothes is ...........................................................  48

IV. SUMMARY, CONCLUSIONS, AND SUGGESTIONS FOR FURTHER RESEARCH. 54

Summary.................................................................................................................  34

C o n c l u s i o n s .......................................................................................................  39

Future  Research ..............................................................................................  62

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

 
 
 
 

 
 
 

PREVIE
W



! i I

BIBLIOGRAPHY..........................................................................................................................  64

APPEND 1CI E S ..........................................................................................................................

1. SEC Segment D isc lo su re  Requirements.....................................................  67

2. Accounting Ser ies  Release 190...................................................................  71

3. Standard and Poores Earnings Fore cas te r  .......................................  75

4.  Lynch, Jones & Ryan's I n s t i t u t i o n a l  Brokers Estimate
System \ 1 3 /1 1 2 ...............................................................................................  77

5. 1SL D a l ly  Stock P r ice  Index New York Stock Exchange
1971 January, February,  March ........................................................  80

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

 
 
 
 

 
 
 

PREVIE
W



I v

LIST OF TABLES

Table  i Companies Subject  t o  ASR 190...........................................................  42

Table  I I  Companies Selec ted  f o r  the  Tes ts  of  Segment
D is c lo s u re .............................................................................................. 44

Tab le  I I I  Summary of  R e s u l t s .................................................................................  53

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

 
 
 
 

 
 
 

PREVIE
W



V

LIST OF FIGURES

Figure  1 Anal y s t -1 n v e s to r  R e l a t io n s h ip ......................................................... 9

Figure 2 Time Continuum of  C r i t i c a l  Events In the Development
of  SEC LOB R e p o r t i n g ......................................................................  60

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

 
 
 
 

 
 
 

PREVIE
W



CHAPTER I

OVERVIEW AND LITERATURE REVIEW 

O v e rv Ie w

Fin anc ia l  a na ly s ts ,  In t h e i r  r o l e  as In fo rm a t io n  Intermed I a r l e s ,  a re  

o f t e n  I d e n t i f i e d  as p r i m a r y  u s e rs  o f  a c c o u n t i n g  d a ta  and a c c o u n t in g  

research has examined the responses of professiona l  ana lys ts  t o  var io u s  

a c c o u n t i n g  Is s u e s .  F i n a n c i a l  a n a l y s t s ,  h owever ,  a r e  a d i f f e r e n t i a b l e  

s u b s e t  of  a l l  s e c u r i t y  m a r k e t  p a r t i c i p a n t s  because o t h e r  economic  

decision makers may re a c t  d i f f e r e n t l y  from professional  a n a lys ts ,  given  

th e  same accounting signals .

Th is  research addresses whether mandated f i n a n c i a l  accounting d is ­

c losures  a f f e c t  th e  expecta t ions  of f in a n c i a l  ana ly s ts  and Investors  In a 

s i m i l a r  way. I f  t h i s  r e l a t i o n s h i p  Is  e s t a b l i s h e d  t h e n  m e a s u r a b le  

f e a t u r e s  o f  a n a l y s t s '  e x p e c t a t i o n s  can be used t o  m o n i t o r  changes In 

In ves to rs1 e xp e c ta t io n s  which a re  unobservable d i r e c t l y .

I f  f i n a n c i a l  a n a ly s t s ’ exp ecta t io n s  could be used as a surrogate  f o r  

I n v e s t o r s ’ e x p e c t a t i o n s ,  t h e n  m easurem ent of  changes In a n a l y s t s '  

ex pecta t io ns  could become a basis f o r  e v a lu a t in g  d isc losures  mandated by 

a c c o u n t in g  p o l i c y m a k e r s .  A n a l y s t s '  e x p e c t a t i o n s  c o u ld  be used t o  

monitor  changes In the  o th e rw is e  unobservable u n ce r ta in ty  among Investors  

by m e a s u r in g  t h e  changes In t h e  d i s p e r s i o n  o f  a n a l y s t s '  e a r n i n g s
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2

fo rec as ts .  Acccoun+lng pol icymakers could e v a lu a te  t h e i r  mandated d is ­

c l o s u r e s  In p a r t  based on w h e t h e r  t h e  u n c e r t a i n t y  among I n v e s t o r s  was 

a f f e c t e d  as they Intended.

I f  t h e  amount and t i m i n g  of  a f i r m ’ s f u t u r e  earn ings  a re  r e l a t e d  t o  

I t s  c u r r e n t  stock p r ic e ,  a n a ly s ts '  exp ec ta t ion s  as Impounded In t h e i r  EPS 

f o re c a s t s  seem a reasonable surrogate  f o r  In ves tors '  expecta t io ns  f o r  two  

reasons. F i r s t ,  Investors  who do not  have the  t im e  and (or)  e x p e r t i s e  t o  

f o r e c a s t  earnings themselves may use ana ly s ts '  fo r e c a s t s  of earnings t o  

determine  stock pr ices .  Second, ana ly s ts  must compete In a c o m p e t i t i v e  

In fo r m a t io n  market  t o  produce accura te  f o re c a s t s  so t h e i r  services remain  

In demand. There fore ,  w h i le  ana ly s ts  and Investors  a re  e s t im a t i n g  two  

separa te  th in g s  (earnings and s e c u r i t y  va lues ,  r e s p e c t i v e l y ) ,  I t  Is not  

unreasonable t o  suggest t h a t  t h e i r  ex p ec ta t io n s  a re  a f f e c t e d  In a s i m i l a r  

way as they e va lu a te  s ig na ls  produced by accounting disclosures.

T h is  research t e s t s  two hypotheses, both of which must hold I f  the  

s i m i l a r i t y  of an a ly s ts '  and Inves tors '  e x p e c ta t io n s  Is t o  be supported:

(1 )  F in anc ia l  accounting d is c losures  t h a t  do not  a f f e c t  In ves to rs '  
exp ecta t io n s  do not  a f f e c t  a n a l y s t s '  expec ta t io n s .

(2 )  F inanc ia l  accounting d is c lo su res  which r e v i s e  In vesto rs '  
( a n a l y s t s ' )  e x p e c ta t io n s  should a ls o  r e v i s e  a n a ly s ts '  
( I n v e s t o r s ' )  e x p e c ta t io n s .

I f  both hypotheses hold, t h e  l i m i t a t i o n s  of stock market  s tud ies which 

have been used t o  e va lu a te  mandated d isc lo su re  could be circumvented by 

e v a lu a t in g  changes In an a lys ts '  expecta t ions .
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Stock Mar ke t  study Shortcomings 

Stock market research has developed var ious methods of detect ing the  

Im p ac t  o f  s I g n a ! s g en era te d  from the  s e c u r I  t i e s  m a rk e t  env I ronment on 

I n v e s t o r  e x p e c t a t i o n s .  The m a rk e t  model and changes In s e c u r i t y  

t r a n s a c t i o n  volumes have been t h e  p r im a r y  means used In d e t e c t i n g  th e  

Impact of these signals.  The problem Is t h a t  both techniques are l im i te d  

In evaluat ing  the  e f f e c t s  of mandated disclosure on Investors.

The Market Model

In general ,  the market  model s p l i t s  a secur i ty 's  to t a l  C R j r e t u r n  

I n t o  two componenrs:  a s y s t e m a t i c  r e t u r n  ( otj + Sj and an

unsystematic re turn  ( uj.j.) t h a t  Is f i r m  s p e c i f i c ,  has a zero  (0) expected 

v a l u e ,  and Is  Independent  of  t h e  m a rk e t  r e t u r n  ( Rm+) and o t h e r  

s e c u r i t i e s '  f I r m - s p e c I f I c  r e t u r n s  (Uj + ) J  

Therefore :

RI t  = a ! + SI Rmt + uI t  

where:

Rj^. = the re t ' j rn  of securi ty  I tn period t .

a-j > Si = In tercept  and slope of the  l i n e ar  r e la t io n s h ip  bewteen

R, + and Rm+

Rm+ = the  market re turn  a t  t ime t .

Uj+ = stochast ic  port ion of R[+ which Is unique t o  f i rm  I.

Two methods fo r  measuring the Impact of mandated disclosures are 

p o s s i b l e  w i t h  t h i s  model.  The f i r s t  measures th e  u n s y s t e m a t ic  or

^ W i l l i a m  H. Beaver ,  "The B e h a v io r  of  S e c u r i t y  P r i c e s  and I t s  
Imp1 Icat lons fo r  Accounting Research (M e th o d s ) , "  The Account  1 ng Rev i ew 
47, supplement (1972):  410.
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4

r e s i d u a l  p o r t i o n  of  t h e  r e t u r n  t h a t  Is  a s s o c i a t e d  w i t h  a s p e c i f i c  

d i s c l o s u r e  e v e n t ,  whereas  t h e  second measures t h e  change In t h e  b e t a  

c o e f f i c i e n t  found In the  systematic p o r t io n  of a f i r m ' s  r e t u r n .

A I I m i t a t i o n  o f  al I r e t u r n  based m e t h o d o l o g ie s  Is  t h a t  a s i g n a l ' s  

I m p a c t  on I n v e s t o r s '  e x p e c t a t i o n s  must be r e f l e c t e d  In p r i c e  changes.  

T h e r e f o r e ,  t h o s e  s i g n a l s  t h a t  r e v i s e  I n v e s t o r s '  e x p e c t a t i o n s  but  not  

s e c u r i t y  p r ices  cannot be detected using market  model techniques.

Unsystematic .Re,turn

M ea su rem e nt  o f  a s i g n a l ' s  Im p a c t  on I n v e s t o r s ' e x p e c t > r ! - I  ons usl  ng 

the unsystemat ic or  res idual  p o r t io n  of a s e c u r i ty 's  re tu rn  can take  two  

forms: (1)  c a l c u l a t i n g  th e  change In th e  amount of  t h i s  re s id u a l ,  and

(2 )  m eas u r in g  t h e  change In t h e  v a r i a n c e  o f  U|+ about  I t s  z e r o  mean. 

Using  t h e  f i r s t  t e c h n i q u e  H o r w l t z  and Kolodny sought t o  measure  t h e  

Impact  of segment d is c lo sure  requ ired  by th e  SEC In 10—K re p o r t s  f i l e d  on 

March 31 ,  1971.2 They t e s t e d  c r o s s - s e c t i o n a l  and c u m u l a t i v e  a v e r a g e  

r e s i d u a l s  and t h e n  r e p e a t e d  t h e  process  u s in g  a v e ra g e s  of  t h e  a b s o l u t e  

values of th e  r es id u a ls .  T h e i r  s t a t i s t i c a l  t e s t s  Ind icated  no d i f f e r e n c e  

In the re s id u a ls  between mult lsegment and s in g le  segment companies. Had 

Horwl tz  and Kolodny found a s i g n i f i c a n t  Impact, t h e i r  methodology would 

not have provided a means of  e v a lu a t in g  t h i s  d isc losure.  T h e i r  w i l l i n g ­

ness t o  use a b s o l u t e  v a l u e  p o i n t s  o u t  t h a t  segment  d i s c l o s u r e  was not  

expected t o  r e v is e  the r e s id u a ls  in any s p e c i f i c  d i r e c t io n .  Using t h i s

2Bert ran d H o rw lt z  and Richard Kolodny, "Line of  Business Report ing  
and S e c u r i t y  P r i c e s :  An A n a l y s i s  o f  a SEC D i s c l o s u r e  Ru I e f " The B e ! I
Journal of  Economics 8 (Spring  1977 ):  234-49.
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