
CHAPTER 2

T H E O R E T I C A L  B A C K G R O U N D

I .  F I R M - S I Z E  E F F E C T  A N D  I N F O R M A T I O N  E F F E C T

P r i o r  s t u d i e s  ( B a n z  ( 1 9 8 1 ) ,  R e i n g a n u m  ( 1 9 8 1 ,  1 9 8 2 , 1 9 8 3 ) ,  K e i m  ( 1 9 8 3 ) ,  

C o n s t a n t i n i d e s  ( 1 9 8 4 ) ,  L u s t i g  a n d  L e i n b a c h  ( 1 9 8 3 ) ,  G o o d m a n d ,  D .  a n d  P e a v y ,  J . ,  

( 1 9 8 6 ) ,  C h a n  a n d  C h e n  ( 1 9 9 1 )  F a m a  a n d  F r e n c h  ( 1 9 9 2 ) ,  M u k h e i j i ,  ร . ,  D h a t t ,  M . ,  a n d  

K i m ,  Y .  ( 1 9 9 7 ) ,  a n d  o t h e r s )  e x a m i n e  t h e  e m p i r i c a l  r e l a t i o n s h i p  b e t w e e n  t h e  r e t u r n  a n d  

t h e  t o t a l  m a r k e t  v a l u e  o f  t h e  c o m m o n  s t o c k s  a s  t h e  p r o x y  f o r  f i r m  s i z e  a n d  f i n d  t h a t  

s m a l l e r  f i r m s  h a v e  h a d  h i g h e r  r i s k  a d j u s t e d  r e t u r n s ,  o n  a v e r a g e ,  t h a n  l a r g e  f i r m s .  

R e c e n t l y ,  B e r k  ( 1 9 9 5 )  a r g u e s  t h a t  t h e  s i z e - r e l a t e d  r e g u l a r i t i e s  i n  a s s e t  p r i c e s  s h o u l d  

n o t  b e  r e g a r d e d  a s  a n o m a l i e s ,  i n d e e d  t h e  s i z e - r e l a t e d  m e a s u r e s  s h o u l d  b e  u s e d  i n  

c r o s s - s e c t i o n a l  t e s t s  t o  d e t e c t  m o d e l  m i s s p e c i f i c a t i o n s .  T h i s  s t u d y  i s  s u p p o r t e d  b y  t h e  

e v i d e n c e  i n  J a p a n  w h e r e  G a r z e - G o m e z ,  H o d o s h i m a ,  a n d  K u n i m u r a  ( 1 9 9 8 )  f i n d  t h a t  

a m o n g  c o m p a n i e s  w i t h  s i m i l a r  c a s h  f l o w s ,  t h e  c o m p a n i e s  w i t h  r i s k i e r  c a s h  f l o w s  h a d  

l o w e r  m a r k e t  v a l u e s  a n d  h i g h e r  e x p e c t e d  r e t u r n s .  H o w e v e r ,  a s  c o m p i l e d  b y  

S i n q u e f i e l d  ( 1 9 9 1 :  4 5 ) ,  " C h a n  a n d  C h e n  ( 1 9 8 8 )  f i n d  t h a t  t h e  ‘ s m a l l - f i r m ’ e f f e c t ’ 

d i s a p p e a r s  i f  b e t a s  a r e  c a l c u l a t e d  o v e r  t h e  e n t i r e  p e r i o d  o f  s t u d y ,  r a t h e r  t h a n  o v e r  

i n d e p e n d e n t  s u b p e r i o d s .  H a n d a ,  K o t h a r i  a n d  W a s l e y  ( 1 9 8 9 )  f i n d  t h a t  u s i n g  b e t a s  f r o m  

a n n u a l ,  r a t h e r  t h a n  m o n t h l y ,  d a t a  c a u s e s  t h e  m a r k e t - s i z e  v a r i a b l e  t o  l o s e  i t s  

e x p l a n a t o r y  p o w e r .  W h i l e  S t o l l  a n d  W h a l e y  ( 1 9 8 3 )  a r g u e  t h a t  t r a n s a c t i o n  c o s t s  w o u l d  

a b s o r b  n e a r l y  a l l  t h e  e x c e s s  r e t u r n s  u n c o v e r e d  b y  s i m u l a t i o n .  H o w e v e r ,  S c h u l t z  

( 1 9 8 3 )  t e s t s  t h e  S t o l l  a n d  W h a l e y  f r a m e w o r k  a n d  c o n c l u d e s  t h a t  e v e n  a f t e r  t r a d i n g
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c o s t s  B a n z ’ s  r e s u l t s  h o l d .  F o u s e  ( 1 9 8 9 )  a n d  L o e b  ( 1 9 9 1 )  r e v i v e  t h e  t r a d i n g - c o s t  

a r g u m e n t . "  B a s u  ( 1 9 8 3 )  s t a t e s  t h a t  t h e  s i z e  e f f e c t  p r a c t i c a l l y  d i s a p p e a r s  w h e n  r e t u r n s  

a r e  c o n t r o l l e d  f o r  d i f f e r e n c e s  i n  r i s k  a n d  e a m i n g s - p r i c e  r a t i o .  A l s o ,  F r i e n d  a n d  L a n g  

( 1 9 8 8 )  m e n t i o n  t h a t  t h e  a n o m a l o u s  s i z e  e f f e c t  a l m o s t  d i s s a p p e a r s  w h e n  q u a l i t y  

r a n k i n g  i s  u s e d  a s  t h e  r i s k  m e a s u r e .  F r o m  t h e  a b o v e  ร ณ d i e s ,  t h e  q u e s t i o n  o f  w h e t h e r  

t h e r e  i s  s i z e  e f f e c t  o r  n o t  s t i l l  r e m a i n s  i n  q u e s t i o n .

V a r i o u s  ร ณ d i e s  t r y  t o  i n v e s t i g a t e  p o s s i b l e  e x p l a n a t i o n s  f o r  t h e  s m a l l  f i r m  

e f f e c t .  W h i l e  C h a n  a n d  C h e n  ( 1 9 9 1 )  s t a t e s  t h a t  t h e  s i z e  e f f e c t  i s  d u e  t o  t h e  p h y s i c a l  

s i z e  t h a t  t h e  s m a l l  f i r m s  a r e  e x p e c t e d  t o  g a i n  m o r e  a b n o r m a l  r e t u r n ,  B e r k  ( 1 9 9 5 ,

1 9 9 7 ) ,  a n d  G a r z a - G o m e z ,  H o d o s h i m a ,  a n d  K u n i m u r a  ( 1 9 9 8 )  a r g u e  t h a t  t h e  s i z e  e f f e c t  

c o m e s  f r o m  t h e  r i s k  i n f o r m a t i o n  t h a t  t h e  f i r m s ’ m a r k e t  v a l u e  o f  e q u i t y  c o n t a i n s ,  n o t  

f r o m  t h e  p h y s i c a l  s i z e  i t s e l f .  O t h e r  e x p l a n a t i o n  o n  f i r m  s i z e  i s  b a s e d  o n  i n f o r m a t i o n  

a r g u m e n t s .  B a r r y  a n d  B r o w n  ( 1 9 8 3 ,  1 9 8 4 )  a r g u e  t h a t  s e c u r i t i e s  f o r  w h i c h  t h e r e  i s  

r e l a t i v e l y  l i t t l e  i n f o r m a t i o n  a v a i l a b l e  m a y  b e  p e r c e i v e d  a s  r i s k i e r  s e c u r i t i e s  t h a n  a r e  

s e c u r i t i e s  f o r  w h i c h  m o r e  i n f o r m a t i o n  i s  a v a i l a b l e .  C o m m e n s u r a t e  w i t h  t h a t  r i s k ,  

p a r t i c i p a n t s  i n  t h e  m a r k e t  m a y  r a t i o n a l l y  d e m a n d  a  p r e m i u m  t o  h o l d  s u c h  s e c u r i t i e s .  

I f  s o ,  a n d  i f  r i s k  i s  m e a s u r e d  e m p i r i c a l l y  w i t h o u t  r e g a r d  t o  t h e  a m o u n t  o f  i n f o r m a t i o n  

a v a i l a b l e ,  t h e n  t h e r e  m a y  a p p e a r  t o  b e  ‘ a b n o r m a l ’ r e t u r n s  f o r  l o w  i n f o r m a t i o n  

s e c u r i t i e s .  T o  t h e  e x t e n t  t h a t  l o w  m a r k e t  v a l u e  s e c u r i t i e s  h a v e  l e s s  i n f o r m a t i o n  

a v a i l a b l e ,  i t  f o l l o w s  t h a t  t h e r e  w o u l d  a p p e a r  t o  b e  ‘ a b n o r m a l ’ r e t u r n s  a s s o c i a t e d  w i t h

s m a l l  f i r m s .



F o r  t h e  i n f o r m a t i o n  e f f e c t ,  v a r i o u s  s t u d i e s  f i n d  t h e  n e g a t i v e  r e l a t i o n s h i p  

b e t w e e n  t h e  l e v e l  o f  i n f o r m a t i o n  a n d  t h e  r e t u r n .  R e s e a r c h e r s  t r y  t o  f i n d  t h e  p r o x y  f o r  

t h e  i n f o r m a t i o n  c o n t e n t .  E d d y  a n d  S e i f e r t  ( 1 9 8 8 ) ,  a n d  H a w  a n d  K i m  ( 1 9 9 1 )  

c o n c l u d e d  t h a t  f i r m  s i z e ,  a s  r e p r e s e n t e d  b y  t h e  a m o u n t  o f  m a r k e t  c a p i t a l i z a t i o n ,  m a y  

b e  p r o x y i n g  f o r  i t s  i n f o r m a t i o n  e n v i r o n m e n t .  B h u s h a n  ( 1 9 8 9 :  2 5 7 )  m e n t i o n s  i n  h i s  

p a p e r  t h a t  “ B e c a u s e  f i n a n c i a l  a n a l y s t s  c o l l e c t  a n d  d i s s e m i n a t e  i n f o r m a t i o n  a b o u t  

f i r m s ,  v a r i o u s  ร ณ d i e s  t r y  t o  r e l a t e  t h e  i s s u e  o f  a n a l y s t s  f o l l o w i n g  t o  t h e  i n f o r m a t i o n  

a c q u i s i t i o n  ( G r o s s m a n  ( 1 9 7 6 ,  1 9 7 8 ) ,  G r o s s m a n  a n d  S t i g l i t z  ( 1 9 7 6 ,  1 9 8 0 ) ,  H e l l w i g  

( 1 9 8 0 ) ,  D i a m o n d  a n d  V e r r e c c h i a  ( 1 9 8 1 ) ,  V e r r e c c h i a  ( 1 9 8 2 ) ,  A d m a t i  ( 1 9 8 5 ) ,  A d m a t i  

a n d  p f i e i d e r e r  ( 1 9 8 6 ) ,  B h u s h a n  ( 1 9 8 9 ) ”  . A l s o ,  S h o r e s  ( 1 9 9 0 ) ,  S k i n n e r  ( 1 9 9 0 ) ,  

B r e n n a n  a n d  H u g h e s  ( 1 9 9 1 ) ,  B h u s h a n  ( 1 9 8 9 b ) ,  M o y e r ,  C h a t f i e l d  a n d  S i s n e r o s  ( 1 9 8 9 ) ,  

a n d  P e a r s o n  ( 1 9 9 1 )  u s e  t h e  n u m b e r  o f  a n a l y s t s  f o l l o w i n g  a  f i r m  a s  a  p r o x y  f o r  t h e  

l e v e l  o f  i n f o r m a t i o n .  T h e  v e r y  f i r s t  p a p e r ,  w h i c h  m e n t i o n s  t h a t  t h e  n e g l e c t e d  f i r m  a s  

p r o x i e d  b y  n u m b e r  o f  a n a l y s t  f o l l o w i n g  i s  n e g a t i v e l y  r e l a t e d  t o  t h e  c o m m o n  s t o c k  

r e t u r n ,  i s  A r b e l  a n d  S t r e b e l  ( 1 9 8 2 ) ,  A r b e l  a n d  S t r e b e l  ( 1 9 8 3 ) ,  A r b e l ,  C a r v e l l  a n d  

S t r e b e l  ( 1 9 8 3 ) ,  A r b e l  ( 1 9 8 5 ) ,  a n d  C a r v e l l  a n d  S t r e b e l  ( 1 9 8 7 ) .  T h e y  f i n d  t h a t  f i r m s  t h a t  

a r e  r e l a t i v e l y  n e g l e c t e d  b y  s e c u r i t y  a n a l y s t s  e x h i b i t e d  s u p e r i o r  m a r k e t  p e r f o r m a n c e  

c o m p a r e d  w i t h  t h o s e  t h a t  a r e  i n t e n s i v e l y  r e s e a r c h e d .  T h e y  m e n t i o n  t h a t  t h e  b r a n d -  

n a m e  s t o c k s  a r e  c l o s e l y  f o l l o w e d  b y  f i n a n c i a l  a n a l y s t s  o n  a  c o n t i n u o u s  b a s i s  w h i l e  t h e  

g e n e r i c  s t o c k s  a r e  s t o c k s  t h a t  a n a l y s t s  d o  n o t  f o l l o w  o n  a  r e g u l a r  b a s i s  a n d  t h a t  m a y  

i n c u r  i n f o r m a t i o n  d e f i c i e n c y  w h i c h  r e s u l t s  i n  h i g h e r  e s t i m a t i o n  r i s k  r e g a r d i n g  t h e  

c o m p a n y ’ s  p e r f o r m a n c e ,  i t s  p o t e n t i a l ,  a n d  i n v e s t o r s ’ o w n  e v e n t u a l  b e n e f i t s  a s  

o u t s i d e r s .  C o n s e q u e n t l y ,  i n v e s t o r s  f o r  t h e  g e n e r i c  s t o c k s  s h o u l d  b e  c o m p e n s a t e d  w i t h
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h i g h e r  r e t u r n s  ( l o w e r  p r i c e ) .  T h e r e f o r e ,  n u m b e r  o f  a n a l y s t s  f o l l o w i n g  t h e  f i r m  

s h o u l d  b e  n e g a t i v e l y  r e l a t e d  t o  t h e  c o m m o n  s t o c k  r e t u r n .

B r o w n ,  R i c h a r d s o n ,  a n d  S c h w a g e r  ( 1 9 8 7 )  s u g g e s t  t h a t  t h e  s u p e r i o r i t y  o f  

f i n a n c i a l  a n a l y s t s  o v e r  t i m e  s e r i e s  m o d e l s  i n  f o r e c a s t i n g  e a r n i n g s  i s  p o s i t i v e l y  r e l a t e d  

t o  f i r m  s i z e .  R i c h a r d s o n  ( 1 9 8 4 )  s u g g e s t s  t h a t  t h e  e x t e n t  o f  i n s t i t u t i o n a l  e q u i t y  h o l d i n g  

a n d  a n a l y s t s  f o l l o w i n g  s h o u l d  b e  p o s i t i v e l y  r e l a t e d  t o  f i r m  s i z e .  T h e  p o s i t i v e  

r e l a t i o n s h i p  b e t w e e n  t h e  f i r m  s i z e  a n d  n u m b e r  o f  a n a l y s t s  a s  p r o x i e d  f o r  i n f o r m a t i o n  

i s  s u p p o r t e d  b y  B h u s h a n  ( 1 9 8 9 ) ,  M o y e r ,  C h a t f i e l d  a n d  S i s n e r o s  ( 1 9 8 9 ) ,  B r e n n a n  a n d  

H u g h e s  ( 1 9 9 1 )  a n d  C h u n g ,  M c l n i s h ,  W o o d  a n d  W y h o w s k i  ( 1 9 9 5 ) .

»

ร ณ d y  b y  M a r s t o n  ( 1 9 9 6 )  u s i n g  p e r i o d  o f  l i s t i n g  a s  t h e  p r o x y  o f  i n f o r m a t i o n  

f i n d  t h a t  p e r i o d  o f  l i s t i n g  i s  n e g a t i v e l y  r e l a t e d  t o  r e t u r n ,  b u t  t h e r e  i s  n o  s i g n i f i c a n t  

r e l a t i o n s h i p  b e t w e e n  r e t u r n  a n d  s i z e .  H o w e v e r  w h e n  t h e  l i n e a r  a n a l y s t s  f o l l o w i n g  i s  

u s e d  a s  t h e  p r o x y  f o r  i n f o r m a t i o n  a s  a  r e g r e s s o r  o n  t h e  i n d i v i d u a l  r e t u r n s ,  t h e  r e s u l t  

t u r n s  t o  b e  p o s i t i v e ,  a n d  s i z e  t u r n s  t o  b e  p o s i t i v e l y  r e l a t e d  t o  r e t o m  s i g n i f i c a n t l y .  O n  

t h e  o t h e r  h a n d ,  A m i h u d  a n d  M e n d e l s o n  ( 1 9 8 9 ) ,  u s i n g  b i d - a s k  s p r e a d  a s  t h e  p r o x y  f o r  

i n f o r m a t i o n ,  f i n d  t h e  i n s i g n i f i c a n t  r e l a t i o n s h i p  b e t w e e n  f i r m  s i z e  a n d  r e t u r n ,  h o w e v e r ,  

t h e  n e g a t i v e  r e l a t i o n s h i p  b e t w e e n  t h e  r e t u r n  a n d  b i d - a s k  s p r e a d  i s  d e t e c t e d .  A r b e l  a n d  

S t r e b e l  ( 1 9 8 3 ) ,  a n d  A r b e l ,  C a r v e l l  a n d  S t r e b e l  ( 1 9 8 3 ) ,  a n d  C a r v e l l  a n d  S t r e b e l  ( 1 9 8 7 )  

c o n f i r m  t h a t  t h e r e  i s  n o  s m a l l - f i r m  e f f e c t ,  t h e  f a c t o r s  t h a t  g e n e r a t e  h i g h e r  r e t u r n  a r e  t h e  

d e g r e e  o f  n e g l e c t  a n d  t h e  m a g n i t u d e  o f  t h e  P / E  r a t i o .  A r b e l  ( 1 9 8 5 )  f i n d s  t h e  e x i s t e n c e  

o f  a  s m a l l  f i r m  e f f e c t  o n  a n  o v e r a l l  b a s i s ,  h o w e v e r ,  t h e  n e g l e c t e d  f i r m  e f f e c t  p e r s i s t e d  

o v e r  a n d  a b o v e  t h e  s m a l l  f i r m  e f f e c t . . S o ,  t h e  q u e s t i o n  o f  ‘ I s  t h e  n e g l e c t e d  f i r m
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e f f e c t  j u s t  a  r e f l e c t i o n  o f  t h e  s i z e  e f f e c t ? ’ o r  ‘ I s  t h e  f i r m  s i z e  t h e  d e t e r m i n a n t  o f  a n a l y s t  

f o l l o w i n g ? ’ s t i l l  r e m a i n s  p u z z l e d .

T h e  r e s e a r c h  d o n e  b y  B r o w n ,  K l e i d o n ,  a n d  M a r s h  ( 1 9 8 3 ) ,  a n d  K e i m  ( 1 9 8 3 )  

s h o w s  t h a t  t h e  s m a l l  f i r m  e f f e c t  i s  n o t  s t a b l e  o v e r  t i m e .  K e i m  ( 1 9 8 3 )  f i n d s  t h a t  t h e  

a v e r a g e  e x c e s s  r e t u r n  i s  a  m o n o t o n i c a l l y  d e c r e a s i n g  f u n c t i o n  o f  m e d i a n  p o r t f o l i o  s i z e ,  

a n d  a  s i g n i f i c a n t  d i s c o v e r y  i s  t h a t  a l m o s t  f i f t y  p e r c e n t  o f  t h e  s i z e  e f f e c t  i s  d i r e c t l y  

a t t r i b u t a b l e  t o  J a n u a r y  r e t u r n s .  R o z e f f  a n d  K i n n e y  ( 1 9 7 0 ) ,  C o o k  a n d  R o z e f f  ( 1 9 8 4 ) ,  

T i m e  a n d  W e s t  ( 1 9 8 4 ) ,  G i l m e r  ( 1 9 8 8 ) ,  a n d  R o g a l s k i  a n d  T i n i c  ( 1 9 8 6 )  c o n f i r m  t h a t  t h e  

r i s k  p r e m i u m  o n  t h e  s t o c k  m a r k e t  i s  c o n s i d e r a b l y  l a r g e r  i n  J a n u a r y  t h a n  i n  o t h e r  

m o n t h s .  S t u d i e s  b y  B l u m e  a n d  S t a m b a u g h  ( 1 9 8 3 ) ,  R e i n g a n u m  ( 1 9 8 3 ) ,  B a r r y  a n d  

B r o w n  ( 1 9 8 4 ) ,  a n d  L a k o n i s h o k  a n d  S m i d t  ( 1 9 8 4 )  a l s o  f i n d  t h a t  a  s i g n i f i c a n t  p o r t i o n  o f  

t h e  s i z e  e f f e c t  o c c u r s  i n  t h e  m o n t h  o f  J a n u a r y .  J a n u a r y  e f f e c t  i s  a l s o  f o u n d  i n  

A u s t r a l i a  b y  B r o w n ,  K e i m ,  K l e i d o n ,  a n d  M a r s h  ( 1 9 8 3 ) ,  i n  C a n a d a  b y  B e r g e r s ,  

M c C o n n e l l ,  a n d  S c h l a r b a u m  ( 1 9 8 4 ) ,  a n d  i n  J a p a n  b y  K a t o  a n d  S c h a l l h e i m  ( 1 9 8 5 ) .  

M a n y  r e s e a r c h e r s  t r y  t o  f i n d  t h e  e x p l a n a t i o n  f o r  t h e  J a n u a r y  e f f e c t .  O n e  e x p l a n a t i o n  i s  

y e a r - e n d  t a x - l o s s  s e l l i n g  ( R e i n g a n u m  ( 1 9 8 3 ) ,  R o l l  ( 1 9 8 3 ) ,  G i v o l y  a n d  O v a d i a  ( 1 9 8 3 ) . )  

S o m e  i n v e s t o r s  t r y  t o  s e l l  s t o c k s  a t  t h e  e n d  o f  t h e  y e a r  i n  o r d e r  t o  b e n e f i t  f r o m  t a x  

l o s s e s  a n d  m i n i m i z e  t h e i r  i n c o m e  t a x  l i a b i l i t i e s .  T h i s  c r e a t e s  t h e  s e l l i n g  p r e s s u r e  a n d  

p u s h e s  t h e  p r i c e  d o w n  t o w a r d  t h e  e n d  o f  D e c e m b e r .  H o w e v e r ,  t h i s  i s  n o t  b e c a u s e  o f  

a n y  u n d e r l y i n g  e c o n o m i c  p r o b l e m s ,  s o o n  t h e  d e p r e s s e d  s t o c k s  a r e  d i s c o v e r e d  a n d  

i n v e s t o r s  s t a r t  t o  b u y  t h e m  a n d  p u s h  p r i c e  u p  b a c k  i n  J a n u a r y .  O t h e r  t h a n  t h i s  

e x p l a n a t i o n ,  A r b e l  ( 1 9 8 5 )  e x p l a i n s  t h a t  J a n u a r y  e f f e c t  i s  d u e  t o  t h e  S a n t a  i m p a c t .

C a s h  f l o w  i s  n e e d e d  a t  t h e  y e a r - e n d  s o  i t  p u t s  p r e s s u r e  o n  s t o c k  s e l l i n g ,  a n d  t h i s  d r i v e s



t h e  p r i c e  d o w n .  F i n a l l y ,  a g a i n  i n v e s t o r s  f i n d  t h e s e  d e p r e s s e d  s t o c k s  a n d  b u y  t h e m  

b a c k  a n d  p r i c e s  a r e  t h e n  p u s h e d  u p  e s p e c i a l l y  t h e  s m a l l  m a r k e t - c a p i t a l i z a t i o n  s t o c k s .  

T h e  s e c o n d  e x p l a n a t i o n  b y  A r b e l  ( 1 9 8 5 )  i s  w i n d o w  d r e s s i n g  b y  m o n e y  m a n a g e r s  . 

M a n y  m o n e y  m a n a g e r s  t r y  t o  d r e s s  u p  t h e i r  p o r t f o l i o s  a t  t h e  e n d  o f  t h e  y e a r  r e s u l t i n g  

i n  c l e a n i n g  o r  s e l l i n g  t h e  l e s s  a c c e p t a b l e ,  l e s s  f a v o r e d  s t o c k s ,  o r  t h e  g e n e r i c  s t o c k s .  

T h e  d o m i n a n t  a n d  m o s t  p l a u s i b l e  e x p l a n a t i o n  f o r  t h e  J a n u a r y  e f f e c t  b y  A r b e l  ( 1 9 8 5 ) ,  

a n d  S t r e b e l  ( 1 9 8 3 )  i s  t h a t  i n f o r m a t i o n a l  f a c t o r s  a r e  r e l a t e d  t o  s e a s o n a l i t y  i n  e s t i m a t i o n  

r i s k ,  a n d  a l s o  t h e  b e g i n n i n g  o f  t h e  p o p u l a r i t y  f l o w  f o r  t h e  m o r e  s u c c e s s f u l  n e g l e c t e d  

s t o c k s .  T h e y  s a y  t h a t  ' g i v e n  t h e  i n i t i a l  h i g h  l e v e l  o f  i n f o r m a t i o n  d e f i c i e n c y  f o r  

n e g l e c t e d  s t o c k s ,  e v e r y  p i e c e  o f  a d d i t i o n a l  i n f o r m a t i o n ,  o n  t h e  m a r g i n ,  i s  c r i t i c a l .  

F u r t h e r m o r e ,  i n  t h e  c a s e  o f  m a n y  r e d l y  n e g l e c t e d  c o m p a n i e s ,  t h e  p e r i o d  s u r r o u n d i n g  

t h e  a n n u a l  r e p o r t  ( w h i c h  i s  n o r m a l l y  t h e  f i s c a l  y e a r s  e n d e d  i n  D e c e m b e r )  i s  o f t e n  t h e  

o n l y  t i m e  i n  w h i c h  a n y  n e w  o f f i c i a l  i n f o r m a t i o n  r e a c h e s  t h e  i n v e s t m e n t  p u b l i c .  T h e  

c o r r e s p o n d i n g  d e c l i n e  i n  e s t i m a t i o n  r i s k  a n d  r e q u i r e d  r e t u r n  w o u l d  t h e r e f o r e  b e  

g r e a t e s t  a m o n g  n e g l e c t e d - g e n e r i c  f i r m s ,  r e s u l t i n g  i n  t h e  h i g h e s t  p r i c e  i n c r e a s e s . '

A r b e l  ( 1 9 8 5 )  s a y s  t h a t  o t h e r  r e s e a r c h e r s  f o u n d  t h e  s a m e  p h e n o m e n o n ,  b u t  t h e y  

m i s t a k e n l y  l a b e l e d  i t  t h e  ’J a n u a r y - s i z e  e f f e c t .1 A r b e l  s u g g e s t s  t h a t  i t  i s  n o t  s i z e  b u t  

i n f o r m a t i o n  t h a t  m a t t e r s .  A g a i n  w h e t h e r  t h e  s i z e  e f f e c t  o r  i n f o r m a t i o n  e f f e c t  

d o m i n a t e s  t h e  J a n u a r y  e f f e c t  s t i l l  r e m a i n s  u n c l e a r .

13
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II. THE EFFECT OF SYSTEM ATIC RISK, FIRM -SPECIFIC RISK, SIZE  

AND INVESTOR BASE ON THE EXCESS RETURN

M e r t o n  ( 1 9 8 7 )  b e l i e v e s  t h a t  f i n a n c i a l  m o d e l s  b a s e d  o n  f r i c t i o n l e s s  m a r k e t s  

a n d  c o m p l e t e  i n f o r m a t i o n  a r e  o f t e n  i n a d e q u a t e  t o  c a p t u r e  t h e  c o m p l e x i t y  o f  r a t i o n a l i t y  

i n  a c t i o n .  T h e  c e n t r a l  a c t i v i t i e s  i n  a l l  a r e a s  o f  f i n a n c e ,  a n d  e s p e c i a l l y  i n  c a p i t a l  

m a r k e t s  a r e  t h e  a c q u i s i t i o n  o f  i n f o r m a t i o n  a n d  i t s  d i s s e m i n a t i o n  t o  o t h e r  e c o n o m i c  

u n i t s  a n d  w h e t h e r  s o  s i m p l e  a n  i n f o r m a t i o n  s t r u c t u r e  i s  a d e q u a t e  t o  d e s c r i b e  e m p i r i c a l  

a s s e t - p r i c e  b e h a v i o r  d e p e n d s  o n  b o t h  t h e  n a t u r e  o f  t h e  i n f o r m a t i o n  a n d  t h e  t i m e  s c a l e  

o f  t h e  a n a l y s i s .  H e ,  t h e r e f o r e ,  d e v e l o p s  a  t w o - p e r i o d  m o d e l  o f  c a p i t a l  m a r k e t  

e q u i l i b r i u m  i n  a n  e n v i r o n m e n t  w h e r e  e a c h  i n v e s t o r  k n o w s  o n l y  a b o u t  a  s u b s e t  o f  t h e  

a v a i l a b l e  s e c u r i t i e s  a n d  t h e  k e y  b e h a v i o r a l  a s s u m p t i o n  o f  t h e  m o d e l  i s  t h a t  a n  i n v e s t o r  

u s e s  s e c u r i t y  k  i n  c o n s t r u c t i n g  h i s  o p t i m a l  p o r t f o l i o  o n l y  i f  t h e  i n v e s t o r  k n o w s  a b o u t  

s e c u r i t y  k .

F r o m  e q u a t i o n  ( 2 3 )  o f  M e r t o n ’ s  m o d e l  ( 1 9 8 7 :  4 9 3 ) ,

R >  = R ,  + 8 ( * 1. )  p 4 + ( - -  l ) .8 .^ .o ,:

w h e r e  Rfc =  t h e  e x p e c t e d  r e t u r n  o n  s e c u r i t y  k ;

R *  =  t h e  r i s k - f r e e  r a t e  o f  i n t e r e s t ;

R™ =  t h e  r e t u r n  o n  t h e  m a r k e t  p o r t f o l i o ;

6 =  t h e  p e n a l t y  f o r  r i s k  a r i s i n g  f r o m  r i s k  a v e r s i o n  i n  t h e  u t i l i t y  f u n c t i o n ;

x k =  V | / M  =  t h e  f r a c t i o n  o f  t h e  m a r k e t  p o r t f o l i o  i n v e s t e d  i n  s e c u r i t y  k ;



CT2k =  t h e  f i r m -  s p e c i f i c  o r  r e s i d u a l  r i s k  o f  f i r m  k ;  

q k =  ( N | / N )  =  t h e  f r a c t i o n  o f  a l l  i n v e s t o r s  w h o  k n o w  a b o u t  s e c u r i t y  k  

(0 < ^< 1 )

A c c o r d i n g  t o  t h e  e m p i r i c a l  s t u d i e s  o f  a g g r e g a t e  r i s k  a v e r s i o n  d o n e  b y  F r i e n d  

a n d  B l u m e  ( 1 9 7 5 )  a n d  M e h r a  a n d  P r e s c o t t  ( 1 9 8 5 ,  p .  1 5 4 ) ,  t h e y  s u g g e s t  t h a t  5  =  2 ,  

t h e n : -

15

d ( R k -  R  , )

3 ^
=  5  V a r ( R m )

d ( R k - R f )
d v 2k

= (J _ _ i ) . ô . Xt

d ( R k -  Rf )  _ 5  . x k .CT l
fyk = q\

t h e n ,

Rk - R j  = /" (P *  ^ * ')

F r o m  t h e  m o d e l ,  M e r t o n  ( 1 9 8 7 )  f i n d s  t h a t  t h e  e x p e c t e d  r e t u r n  i s  a n  i n c r e a s i n g  

f u n c t i o n  o f  t h e  s y s t e m a t i c  r i s k  w h i c h  i s  c o n s i s t e n t  w i t h  t h e  C A P M  ( B l a c k ,  J e n s e n ,  

a n d  S c h o l e s  ( 1 9 7 2 ) ,  F a m a  a n d  M a c B e t h  ( 1 9 7 3 )  a n d  o t h e r s . )  H o w e v e r ,  t h e  e a r l y  

p o r t f o l i o  t h e o r y  a n d  t h e  C a p i t a l  A s s e t  P r i c i n g  M o d e l  h a v e  v i e w e d  t h e  r i s k  i n  t h e  

p o r t f o l i o  c o n t e x t .  W h e n  a s s e t s  a r e  p l a c e d  i n  a  p o r t f o l i o ,  t h e  o n l y  r i s k  t h a t  r e m a i n s  i n  a
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w e l l - d i v e r s i f i e d  p o r t f o l i o  i s  t h e  s y s t e m a t i c  r i s k .  V a r i a n c e  a n d  s t a n d a r d  d e v i a t i o n  o r  

f i r m - s p e c i f i c  r i s k  s h o u l d  a l l  b e  d i v e r s i f i e d  a w a y  a n d  w i l l  h a v e  n o  e f f e c t  o n  t h e  

e x p e c t e d  r e t u r n .  M a n y  r e s e a r c h e r s  ( F r i e n d  a n d  B l u m e  (1970), B l u m e  a n d  F r i e n d  

( 1 9 7 5 ) ,  F r i e n d ,  W e s t e r f i e l d ,  a n d  G r a n i t o  ( 1 9 7 8 ) ,  a n d  L a k o n i s h o k  a n d  S h a p i r o  ( 1 9 8 4 ) )  

t r y  t o  i n v e s t i g a t e  t h i s  p o i n t  a n d  f i n d  o u t  t h a t  i n v e s t o r  h o l d i n g s  a r e  m a r k e d l y  

u n d i v e r s i f i e d .  S y s t e m a t i c  r i s k  i s  n o t  t h e  o n l y  m e a s u r e  o f  r i s k .  T h e s e  s t u d i e s  a r e  

c o n s i s t e n t  w i t h  t h e  r e s u l t  o f  M e r t o n  ( 1 9 8 7 ) ' s  m o d e l  t h a t  t h e  e x p e c t e d  r e t u r n  i s  a n  

i n c r e a s i n g  f u n c t i o n  o f  t h e  r e s i d u a l  r i s k .  H o w e v e r ,  t h i s  d e v i a t e s  f r o m  C A P M  a n d  i s  

r e j e c t e d  b y  v a r i o u s  s t u d i e s  i . e .  F a m a  a n d  M a c b e t h  ( 1 9 7 3 ) .  T h e  e x p e c t e d  r e t u r n  i s  a l s o  

a n  i n c r e a s i n g  f u n c t i o n  o f  t h e  f r a c t i o n  o f  t h e  m a r k e t  p o r t f o l i o  i n v e s t e d  i n  s e c u r i t y  k .

B y  u s i n g  m a r k e t  v a l u e  o f  e a c h  f i r m  a s  t h e  p r o x y  f o r  t h i s  v a r i a b l e ,  t h e  p r e d i c t i o n  i s  

c o n f l i c t  w i t h  t h e  e m p i r i c a l  f i n d i n g s  o f  B a n z  ( 1 9 8 1 ) ,  R e i n g a n u m  ( 1 9 8 1 ) ,  S c h w e r t  

( 1 9 8 3 ) ,  a n d  o t h e r s  w h o  f i n d  a  n e g a t i v e  s i z e  e f f e c t  o n  s t o c k  r e t u r n s  H o w e v e r ,  t h e  

e m p i r i c a l  r e s u l t s  a r e  c o n d i t i o n a l  o n  o n l y  b e t a ,  w h i l e  M e r t o n  d e r i v e s  h i s  m o d e l  

c o n d i t i o n a l  o n  t h e  o t h e r  v a r i a b l e s ( a 2k , x k, q j  o t h e r  t h a n  t h e  b e t a .  O n  t h e  c o n t r a r y ,  t h e  

e x p e c t e d  r e t u r n  i s  a  d e c r e a s i n g  f u n c t i o n  o f  t h e  f r a c t i o n s  o f  a l l  i n v e s t o r s  w h o  k n o w  

a b o u t  s e c u r i t y  k  . T h e  p r e d i c t i o n  i s  c o n s i s t e n t  w i t h  t h e  s t u d y  d o n e  b y  B a r r y  a n d  

B r o w n  ( 1 9 8 4 )  u s i n g  p e r i o d  o f  l i s t i n g  a s  t h e  p r o x y ,  A r b e l ,  C a r v e l l  a n d  S t r e b e l  ( 1 9 8 3 )  

u s i n g  t h e  d e g r e e  o f  i n s t i t u t i o n a l  h o l d i n g s  a s  t h e  p r o x y ,  A m i h u d  a n d  M e n d e l s o n  ( 1 9 8 9 )

u s i n g  b i d - a s k  s p r e a d ,  a n d  o t h e r s .
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III. THE EFFECT OF BETA, SIZE, BOOK-TO-M ARKET EQUITY, 

LEVERAGE AND EARNINGS-PRICE ON EXCESS RETURN

W h i l e  M e r t o n  ( 1 9 8 7 )  a r g u e s  t h a t  C A P M  d o e s  n o t  h o l d ,  n o t  o n l y  t h e  s y s t e m a t i c  

r i s k  a f f e c t s  t h e  e x p e c t e d  r e t u r n ,  b u t  a l s o  f i r m - s p e c i f i c  r i s k ,  s i z e ,  a n d  i n v e s t o r  b a s e .  

F a m a  a n d  F r e n c h  ( 1 9 9 2 )  a l s o  r e p o r t  t h a t  t h e r e  a r e  t w o  e a s i l y  m e a s u r e d  v a r i a b l e s ,  s i z e  

a n d  b o o k - t o - m a r k e t  e q u i t y ,  c o m b i n e d  t o  c a p t u r e  t h e  c r o s s - s e c t i o n a l  v a r i a t i o n  i n  

a v e r a g e  s t o c k  r e t u r n s  a s s o c i a t e d  w i t h  m a r k e t  b e t a ,  s i z e ,  l e v e r a g e  b o o k - t o - m a r k e t  

e q u i t y ,  a n d  e a m i n g s - p r i c e  r a t i o s .  A n d  w h e n  t h e  t e s t s  a l l o w  f o r  v a r i a t i o n s  i n  b e t a  t h a t  

i s  u n r e l a t e d  t o  s i z e ,  t h e  r e l a t i o n  b e t w e e n  m a r k e t  b e t a  a n d  a v e r a g e  r e t u r n  i s  f l a t ,  e v e n  

w h e n  b e t a  i s  t h e  o n l y  e x p l a n a t o r y  v a r i a b l e .  F r o m  t h e s e  t w o  ร ณ d i e s ,  i t  i s  s h o w n  t h a t  

o t h e r  t h a n  t h e  s y s t e m a t i c  r i s k  o r  b e t a ,  s o m e  o t h e r  v a r i a b l e s  m a y  b e  a b l e  t o  b e t t e r  

c a p t u r e  t h e  e x p e c t e d  r e t u r n .

F a m a  a n d  F r e n c h  ( 1 9 9 2 )  s t u d y  o n  t h e  f o u r  e f f e c t s  t h a t  a r e  c o n t r a d i c t  t o  C A P M  

n a m e l y : -  t h e  s m a l l - f i r m  e f f e c t  e v i d e n c e d  b y  B a n z  ( 1 9 8 1 )  a n d  o t h e r s  w h o  f i n d  t h a t  

a v e r a g e  r e t u r n s  o f  s m a l l  f i r m s  a r e  t o o  h i g h  g i v e n  t h e i r  b e t a ,  a n d  l a r g e  f i r m s  e a r n  t o o  

l o w ;  t h e  s e c o n d  o n e  i s  t h e  l e v e r a g e  e f f e c t  d o c u m e n t e d  b y  B h a n d a r i  ( 1 9 8 8 )  w h o  f i n d  

t h a t  l e v e r a g e  h e l p s  e x p l a i n  t h e  c r o s s - s e c t i o n  o f  a v e r a g e  s t o c k  r e t u r n s  i n  t e s t s  t h a t  

i n c l u d e  s i z e  a n d  b e t a .  T h e  b o o k - t o - m a r k e t  e q u i t y  r a t i o  e f f e c t  i s  t h e  t h i r d  o n e .  S t a t t m a n  

( 1 9 8 0 ) ,  R o s e n b e r g ,  R e i d ,  a n d  L a n s t e i n  ( 1 9 8 5 ) ,  a n d  C h a n ,  H a m a o ,  a n d  L a k o n i s h o k  

( 1 9 9 1 )  f i n d  t h a t  a v e r a g e  r e t u r n s  o n  บ . ร .  s t o c k s  a r e  p o s i t i v e l y  r e l a t e d  t o  t h e  r a t i o  o f  a  

f i r m ' s  b o o k  v a l u e  o f  c o m m o n  e q u i t y  t o  i t s  m a r k e t  v a l u e .  A n d  f i n a l l y  t h e  e a m i n g s -  

p r i c e  r a t i o  e f f e c t  b y  B a s u  ( 1 9 8 3 )  a n d  B a l l  ( 1 9 7 8 ) .  T h e  s t u d i e s  s h o w  t h a t  e a r n i n g s -
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p r i c e  r a t i o s  h e l p  e x p l a i n  t h e  c r o s s - s e c t i o n  o f  a v e r a g e  r e t u r n s  o n  บ . ร .  s t o c k s .  H o l d i n g  

c o n s t a n t  b e t a ,  o b s e r v e d  r e t u r n s  t e n d  t o  b e  h i g h e r  f o r  l o w  P / E  r a t i o  s t o c k s  a n d  l o w e r  f o r  

h i g h  P / E  r a t i o  s t o c k s .  T h i s  i s  s u p p o r t e d  b y  t h e  e m p i r i c a l  e v i d e n c e s  b y  G o o d m a n ,  a n d  

P e a v y  ( 1 9 8 3 ) ,  G o o d m a n  a n d  P e a v y  ( 1 9 8 6 ) ,  a n d  J e n s e n ,  G . ,  J o h n s o n  R . ,  a n d  M e r c e r ,  J .  

( 1 9 9 7 ) .

F a m a  a n d  F r e n c h  ( 1 9 9 2 :  4 2 8 )  m e n t i o n  t h a t  ‘ s t u d i e s  d o n e  b y  B a l l  ( 1 9 7 8 )  a n d  

K e i m  ( 1 9 8 8 )  s t a t e  t h a t  v a r i a b l e s  l i k e  s i z e ,  e a m i n g s - p r i e e ,  l e v e r a g e ,  a n d  b o o k - t o -  

m a r k e t  e q u i t y  a r e  a l l  s c a l e d  v e r s i o n s  o f  a  f i r m s '  s t o c k  p r i c e  a n d  t h e y  c a n  b e  r e g a r d e d  

a s  d i f f e r e n t  w a y s  o f  e x t r a c t i n g  i n f o r m a t i o n  f r o m  s t o c k  p r i c e s  a b o u t  t h e  c r o s s - s e c t i o n  

o f  e x p e c t e d  s t o c k  r e t u r n s .  S i n c e  a l l  t h e s e  v a r i a b l e s  a r e  s c a l e d  v e r s i o n s  o f  p r i c e ,  i t  i s  

r e a s o n a b l e  t o  e x p e c t  t h a t  s o m e  o f  t h e m  a r e  r e d u n d a n t  f o r  e x p l a i n i n g  a v e r a g e  r e t u r n s ’ . 

T h e y ,  t h e r e f o r e ,  t r y  t o  e v a l u a t e  t h e  j o i n t  r o l e s  o f  m a r k e t  b e t a ,  s i z e ,  e a m i n g s - p r i e e ,  

l e v e r a g e ,  a n d  b o o k - t o - m a r k e t  e q u i t y  i n  t h e  c r o s s - s e c t i o n  o f  a v e r a g e  r e t u r n s  . T h e i r  

m a i n  r e s u l t  i s  t h a t  s i z e  a n d  b o o k - t o - m a r k e t  e q u i t y  c a n  c a p t u r e  t h e  c r o s s - s e c t i o n a l  

v a r i a t i o n  i n  a v e r a g e  s t o c k  r e t u r n s  a s s o c i a t e d  w i t h  s i z e ,  e a m i n g s - p r i e e ,  b o o k - t o - m a r k e t  

e q u i t y ,  a n d  l e v e r a g e .

I V .  F A C T O R S  A F F E C T I N G  T H E  C O S T S  O F  I N C O M P L E T E  

I N F O R M A T I O N

U n d e r  t h e  a s s u m p t i o n  o f  f r i c t i o n l e s s  m a r k e t s  a n d  c o m p l e t e  i n f o r m a t i o n ,  t h e  

C a p i t a l  A s s e t  P r i c i n g  M o d e l  s t a t e s  t h a t  t h e  s y s t e m a t i c  r i s k  o r  b e t a  i s  t h e  o n l y  f a c t o r  

t h a t  a f f e c t s  t h e  e x p e c t e d  r e t u r n .  H o w e v e r ,  M e r t o n  ( 1 9 8 7 )  b e l i e v e s  t h a t  t h e  q u a l i t y  o f
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i n f o r m a t i o n  f o r  a l l  s e c u r i t i e s  m a y  b e  t h e  s a m e  b u t  i t  i s  n o t  s i m u l t a n e o u s l y  a v a i l a b l e  t o  

a l l  i n v e s t o r s ,  a n d  i t  i n c u r s  s o m e  c o s t s  t o  o b t a i n  t h o s e  i n f o r m a t i o n .  T r a c i n g  b a c k  t o  

e q u a t i o n  ( 2 3 )  o f  M e r t o n ’ s  m o d e l  ( 1 9 8 7 : 4 9 6 ) : -

R k - R f  =  6 . V a r ( R m ) V k + X 11 

w h e r e  A.k= ( l - q k) . x kÔCT2k/ q k

=  t h e  e q u i l i b r i u m  a g g r e g a t e  c o s t  o f  i n c o m p l e t e  i n f o r m a t i o n  f o r  

s e c u r i t y  k

V a r t 'R ^ 1)  =  V a r i a n c e  o f  M a r k e t  R e t u r n

T h e  f o l l o w i n g  r e s u l t s  a r e  o b t a i n e d  : -

ÔX.
- ( 2 - - 1 )  •ร • G 2

k

- ( 4 - - r ) - 8 *1

d X k _ - S  - x k ' O I  

d(i k = q l

t h e n ,

F r o m  M e r t o n  ( 1 9 8 7 ) ’s  m o d e l ,  t h e  c o s t  o f  i n c o m p l e t e  i n f o r m a t i o n  i s  a  

d e c r e a s i n g  f u n c t i o n  o f  t h e  f r a c t i o n  o f  a l l  i n v e s t o r s  w h o  k n o w  a b o u t  s e c u r i t y  k .  W i t h



t h e  h i g h e r  n u m b e r  o f  i n v e s t o r s  w h o  i n v e s t  i n  s e c u r i t y  k ,  t h e  c o s t  o f  i n c o m p l e t e  

i n f o r m a t i o n  w i l l  b e  r e d u c e d .  T h i s  i s  e v i d e n c e d  b y  t h e  e m p i r i c a l  f i n d i n g s  o f  B a r r y  a n d  

B r o w n  ( 1 9 8 4 )  a n d  A r b e l ,  C a r v e l l ,  a n d  S t r e b e l  ( 1 9 8 3 ) ,  a n d  o t h e r s .  H o w e v e r ,  t h e  c o s t  

o f  i n c o m p l e t e  i n f o r m a t i o n  t u r n s  t o  b e  a n  i n c r e a s i n g  f u n c t i o n  o f  t h e  r e s i d u a l  r i s k .  T h i s  

f i n d i n g  i s  c o n s i s t e n t  w i t h  e m p i r i c a l  f i n d i n g s  o f  F r i e n d ,  W e s t e r f i e l d ,  a n d  G r a n i t o  

( 1 9 7 8 )  w h i c h  s t a t e s  t h a t  e x p e c t e d  r e t u r n s  s e e m  t o  d e p e n d  o n  b o t h  m a r k e t  r i s k  a n d  t o t a l  

v a r i a n c e .  T h e  c o s t  o f  i n c o m p l e t e  i n f o r m a t i o n  i s  a l s o  a n  i n c r e a s i n g  f u n c t i o n  o f  t h e  

f r a c t i o n  o f  m a r k e t  p o r t f o l i o s  i n v e s t e d  i n  s e c u r i t y  k .  T h i s  i s  c o n t r a s t  t o  t h e  p r e v i o u s  

s t u d i e s  t h a t  t h e  s m a l l e r  f i r m s  e a r n  h i g h e r  r e t u r n  t h a n  t h e  l a r g e r  o n e s  ( B a n z  

( 1 9 8 1 ) , R e i n g a n u m  ( 1 9 8 1 ) ,  a n d  o t h e r s . )

V .  F A C T O R S  A F F E C T I N G  A N A L Y S T S  F O L L O W I N G  T H E  F I R M

20

W h e n  a g e n c y  r e l a t i o n s h i p  p r o b l e m s  d u e  t o  t h e  s e p a r a t i o n  o f  o w n e r s h i p  a n d  

c o n t r o l  e x i s t  i n  t h e  f i r m ,  J e n s e n  a n d  M e c k l i n g  ( 1 9 7 6 )  s u g g e s t  t h a t  m o n i t o r i n g  a c t i v i t y  

h a s  t h e  p o t e n t i a l  t o  h e l p  r e d u c e  t h e  a g e n c y  c o s t s ,  a n d  t h i s  w i l l  r e f l e c t  i n  t h e  h i g h e r  

c a p i t a l i z e d  v a l u e  o f  t h e  o w n e r s h i p  c l a i m s  t o  c o r p o r a t i o n s .  T h e  g r e a t e r  t h e  s e p a r a t i o n  

o f  o w n e r s h i p  a n d  c o n t r o l ,  t h e  g r e a t e r  t h e  o p p o r t u n i t y  t h a t  m a n a g e r s  w i l l  c o n s u m e  

p e r q u i s i t e  a t  t h e  e x p e n s e  o f  t h e  s h a r e h o l d e r s ,  a n d  a l s o  t h e  g r e a t e r  p o t e n t i a l  f o r  n o n 

v a l u e - m a x i m i z i n g  i n v e s t m e n t  b y  m a n a g e r s .  T h u s ,  m o n i t o r i n g  a c t i v i t i e s  a r e  r e q u i r e d .  

M a n y  p a r t i e s  c a n  p e r f o r m  t h i s  m o n i t o r i n g  a c t i v i t y  a n d  o n e  o f  t h e m  i s  t h e  s e c u r i t y  

a n a l y s t s .  T h e  m a i n  r o l e s  o f  s e c u r i t y  a n a l y s t s  a r e  t o  g a t h e r  a n d  a n a l y z e  t h e  d a t a  a n d  

t h e n  d i s s e m i n a t e  t h e  i n f o r m a t i o n  t o  t h e i r  c u s t o m e r s  w h o  a r e  f i n a l l y  t h e  c u r r e n t  a n d  

p r o s p e c t i v e  i n v e s t o r s .  B e c a u s e  o f  t h e s e  p i v o t a l  r o l e s  o f  p u b l i c i z i n g  t h e  i n f o r m a t i o n ,
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m o n i t o r i n g  f u n c t i o n s  a r e  i n d i r e c t l y  p r o v i d e d .  A s  a  r e s u l t ,  i t  i s  b e l i e v e d  t h a t  s e c u r i t y  

a n a l y s t s  c a n  h e l p  r e d u c e  t h e  a g e n c y  c o s t s  a r i s i n g  f r o m  t h e  s e p a r a t i o n  o f  o w n e r s h i p  a n d  

c o n t r o l ,  a n d  t h i s  w i l l  a l s o  i n c r e a s e  t h e  v a l u e  o f  t h e  f i r m .  F i n a l l y ,  t h e  r e q u i r e d  r e t u r n s  

t o  c o m p e n s a t e  f o r  t h e  a g e n c y  c o s t s  d e m a n d e d  f r o m  t h e  i n v e s t o r s  m a y  b e  l o w e r  

c o m p a r e d  w i t h  t h e  f i r m s  w i t h  n o  o r  l o w e r  n u m b e r  o f  a n a l y s t s  f o l l o w i n g  t h e  f i r m .

B h u s h a n  ( 1 9 8 9 )  d e v e l o p s  t h e  s i m p l e  m o d e l  o f  a n a l y s t  f o l l o w i n g  b y  d e r i v i n g  

t h e  i m p l i c a t i o n s  f o r  t h e  e f f e c t s  o f  v a r i o u s  f i r m  c h a r a c t e r i s t i c s  o n  t o t a l  e x p e n d i t u r e  b y  

a l l  i n v e s t o r s  o n  a n a l y s t  s e r v i c e s  f o r  a  f i r m  h a v i n g  t h e  n u m b e r  o f  a n a l y s t s  f o l l o w i n g  a  

f i r m  a s  a  p r o x y  f o r  t h i s  t o t a i  e x p e n d i t u r e .  T h e  a s s u m p t i o n s  b e h i n d  t h e  m o d e l  a r e  t h a t  

t h e  r e l a t i o n  b e t w e e n  t h e  n u m b e r  o f  a n a l y s t s  f o l l o w i n g  a  f i r m  a n d  t h e  t o t a l  e x p e n d i t u r e  

b y  i n v e s t o r s  o n  a n a l y s t  s e r v i c e s  a b o u t  t h a t  f i r m  i s  l i n e a r  a n d  i m p e r f e c t ,  b o t h  f r e e 

r i d i n g  a n d  r e s a l e  o f  a n a l y s t s  s e r v i c e s  a r e  a s s u m e d  n o t  t o  b e  d i f f e r e n t  f r o m  o n e  f i r m  t o  

a n o t h e r ,  a l s o  t h e r e  a r e  n o  b a r r i e r s  t o  e n t r y  o r  e x i t  f o r  a n a l y s t s  s e r v i c e s ,  a n d  a l l  a n a l y s t s  

p r o v i d e  s e r v i c e s  o f  t h e  s a m e  q u a l i t y .

T h e  e q u i l i b r i u m  t o t a l  e x p e n d i t u r e  b y  i n v e s t o r s  o n  a n a l y s t  s e r v i c e s  f o r  a n y  f i r m  

w i l l  b e  a  f u n c t i o n  o f  v a r i o u s  f i r m  c h a r a c t e r i s t i c s  a n d  i t s  d e p e n d e n c e  o n  t h e s e  

c h a r a c t e r i s t i c s  a r i s e s  t h r o u g h  e i t h e r  t h e  a g g r e g a t e  d e m a n d  o r  t h e  s u p p l y  f u n c t i o n  f o r  

a n a l y s t  s e r v i c e s  ( B h u s h a n  ( 1 9 8 9 b :  2 5 8 ,  2 7 2 ) ) : -

w h e r e  T C *  d e n o t e s  t h e  e q u i l i b r i u m  t o t a l  e x p e n d i t u r e  b y  i n v e s t o r s  o n  a n a l y s t

Q - i i l + Z s W D / d k J - a  +  Z o X d S / d k , ) ]  

(1d S / d P - d D / d P )

s e r v i c e s  f o r  a  p a r t i c u l a r  f i r m  i n  a  g i v e n  p e r i o d
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Q *  d e n o t e s  t h e  e q u i l i b r i u m  a g g r e g a t e  d e m a n d  f o r  a n a l y s t s  s e r v i c e s  

f o r  t h e  f i r m  d u r i n g  t h i s  p e r i o d  

ร 0 d e n o t e s  t h e  e l a s t i c i t y  o f  a g g r e g a t e  d e m a n d  

£ s  d e n o t e s  t h e  e l a s t i c i t y  o f  a g g r e g a t e  s u p p l y  

k j  d e n o t e s  t h e  v a r i o u s  f i r m  c h a r a c t e r i s t i c s  t h a t  c a n  a f f e c t  e i t h e r  t h e  

a g g r e g a t e  d e m a n d  o r  s u p p l y  f u n c t i o n  

D  d e n o t e s  a g g r e g a t e  d e m a n d  

ร  d e n o t e s  a g g r e g a t e  s u p p l y  

p  d e n o t e s  p r i c e  p e r  u n i t  o f  a n a l y s t  s e r v i c e s

T h e  a g g r e g a t e  d e m a n d  a n d  s u p p l y  f u n c t i o n s  a r e : -

Q d =  D ( P , k t , k 2 , . . . ,  k n )

Q s  = S ( P , k x, k  2 , . . . ,  k j

t h e n ,

7 U *  ( * 1 , * 2 . . . . , £ , 1)  =  /> ‘ ( * 1 , * 2 , . . . , * , , ) ร * ( * 1, * 2 , . . . , * , , )

w h e r e  p *  d e n o t e s  t h e  e q u i l i b r i u m  p r i c e

“ T h e r e  i s  a  g r o w i n g  b o d y  o f  r e s e a r c h  s h o w i n g  f i n a n c i a l  a n a l y s t s '  f o r e c a s t s  o f

e a r n i n g s  h a v e  i n f o r m a t i o n a l  c o n t e n t  a n d  a r e  u s e d  b y  i n v e s t o r s  ( E l t o n  a n d  G r u b e r  

( 1 9 8 1 ) ,  F r i e d  a n d  G i v o l y  ( 1 9 8 2 ) ,  G i v o l y  a n d  L a k o n i s h o k  ( 1 9 8 4 ) ) ,  a n d  a l s o  s t o c k  

p r i c e s  a r e  i n f l u e n c e d  m o r e  b y  a n a l y s t s '  f o r e c a s t s  o f  e a r n i n g s  g r o w t h  r a t e s  t h a n
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h i s t o r i c a l  g r o w t h  r a t e  m e a s u r e s  ( C r a g g  a n d  M a l k i e l  ( 1 9 8 2 ) ,  T i m m e  a n d  E i s e m a n n  

( 1 9 8 6 ) ,  L i n k e  ( 1 9 8 2 ) ,  P e t e r s o n  a n d  P e t e r s o n  ( 1 9 8 2 ) ,  R o z e f f  ( 1 9 8 3 ) ,  S t a n l e y ,  L e w e l l e n ,  

a n d  S c h l a r b a u m  ( 1 9 8 4 ) ,  a n d  V a n d e r  W e i d e  a n d  C a r l e t o n  ( 1 9 8 4 ) ) .  W i t h  t h e  a b u n d a n t  

e v i d e n c e s ,  t h e  p r o p o s i t i o n  t h a t  s e c u r i t y  a n a l y s t s  p r o v i d e  u s e f u l  i n p u t s  t o  t h e  f i n a n c i a l  

m a r k e t s  i s  s u p p o r t e d .  ( M o y e r ,  C h a t f i e l d ,  a n d  S i s n e r o s  ( 1 9 8 9 :  5 0 3 ) .  M a n y  s t u d i e s ,  

t h u s ,  t r y  t o  d e t e r m i n e  t h e  e n d o g e n o u s  n a t u r e  o f  s e c u r i t y  a n a l y s t s  f o l l o w i n g  t h e  f i r m .

B h u s h a n  ( 1 9 8 9 )  h a s  i d e n t i f i e d  t h e  f i r m  c h a r a c t e r i s t i c s  t h a t  c a n  i n f l u e n c e  t h e  

a g g r e g a t e  d e m a n d  a n d  s u p p l y  o f  a n a l y s t s  s e r v i c e s  a s  f o l l o w : -  O w n e r s h i p  s t r u c t u r e  

p r o x i e d  b y  n u m b e r  o f  i n s t i t u t i o n s  h o l d i n g  a  f i r m ’ s  s h a r e s ,  p e r c e n t a g e  o f  i t s  s h a r e s  

h e l d  b y  t h e s e  i n s t i t u t i o n s ,  a n d  d e g r e e  t o  w h i c h  t h e  f i r m  i s  c l o s e l y  h e l d  b y  i n s i d e r s  

( p e r c e n t a g e  o f  i t s  s h a r e  h e l d  b y  i n s i d e r s ) ;  f i r m  s i z e  p r o x i e d  b y  t h e  m a r k e t  v a l u e  o f  t h e  

e q u i t y  o f  a  f i r m ;  r e t u r n  v a r i a b i l i t y  p r o x i e d  b y  t h e  v a r i a n c e  o f  t h e  t o t a l  r e t u r n  o f  t h e  

f i r m  a n d  t h e  v a r i a n c e  o f  t h e  i d i o s y n c r a t i c  r e t u r n  o f  t h e  f i r m  a f t e r  r e m o v i n g  t h e  e f f e c t  

o f  m a r k e t w i d e  f a c t o r s ;  n u m b e r  o f  l i n e s  o f  b u s i n e s s  p r o x i e d  b y  t h e  n u m b e r  o f  t h r e e -  

d i g i t  S I C  c o d e s  a n d  t h e  n u m b e r  o f  f o u r - d i g i t  S I C  c o d e s  c o r r e s p o n d i n g  t o  t h e  f i r m ;  a n d  

c o r r e l a t i o n  b e t w e e n  f i r m  r e t u r n  a n d  m a r k e t  r e t u r n  p r o x i e d  b y  t h e  s q u a r e d  c o r r e l a t i o n  

c o e f f i c i e n t  b e t w e e n  a  f i r m ’ s  r e t u r n  a n d  t h e  m a r k e t  r e t u r n

A p p l y i n g  O r d i n a r y  L e a s t  S q u a r e s  R e g r e s s i o n  o f  t h e  n u m b e r  o f  a n a l y s t s  

f o l l o w i n g  t h e  f i r m  o n  t h e  a b o v e  v a r i a b l e s ,  B h u s h a n  ( 1 9 8 9 )  f i n d  t h e  p o s i t i v e  s i g n s  o n  

n u m b e r  o f  i n s t i t u t i o n s  h o l d i n g  a  f i r m ’ s  s h a r e s  a n d  t h e  p e r c e n t a g e  o f  i t s  s h a r e s  h e l d  b y  

t h e s e  i n s t i t u t i o n s  w h i c h  i s  c o n s i s t e n t  w i t h  t h e  i n t e r p r e t a t i o n  t h a t  t h e  a g g r e g a t e  d e m a n d  

a n d  a g g r e g a t e  s u p p l y  f o r  a n a l y s t  s e r v i c e s  i n c r e a s e s  a s  m o r e  i n s t i t u t i o n s  h o l d s  s h a r e s  i n
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a  f i r m  o r  t h e  p e r c e n t a g e  h e l d  b y  t h e m  i n c r e a s e s .  T h e  n e g a t i v e  s i g n  o n  t h e  p e r c e n t a g e  

o f  i t s  s h a r e  h e l d  b y  i n s i d e r s  i s  o b s e r v e d  a n d  i t  s u p p o r t s  t h e  n o t i o n  t h a t  t h e  d e m a n d  f o r  

a n a l y s t s  s e r v i c e s  c o m e s  f r o m  n o n i n s i d e r s .  T h e  s i g n  o n  t h e  f i r m  s i z e  i s  p o s i t i v e  a n d  

s t r o n g l y  s i g n i f i c a n t .  T h i s  m a y  i m p l y  t h e  i n c r e a s e d  b e n e f i t s  o f  p r i v a t e  i n f o r m a t i o n  f o r  

l a r g e r  f i r m s  a n d  t h e  i n c r e a s e d  p o t e n t i a l  t r a n s a c t i o n s  b u s i n e s s  t h a t  l a r g e r  f i r m s  b r i n g  t o  

t h e  a n a l y s t s ’ c o m p a n i e s .  T h e  p o s i t i v e  s i g n  o n  r e t u r n  v a r i a b i l i t y  m a y  b e  b e c a u s e  

e x p e c t e d  t r a d i n g  p r o f i t s  a r e  h i g h e r  f o r  f i r m s  w i t h  h i g h e r  r e t u r n  v a r i a b i l i t y .  T h e  s i g n s  

o n  n u m b e r  o f  l i n e s  o f  b u s i n e s s  a n d  t h e  c o r r e l a t i o n  b e t w e e n  f i r m  r e t u r n  a n d  m a r k e t  

r e t u r n  a r e  n e g a t i v e  a n d  p o s i t i v e .  W i t h  m o r e  l i n e s  o f  b u s i n e s s ,  i n f o r m a t i o n  a c q u i s i t i o n  

c o s t s  g o e s  u p  a n d  m o r e  e f f o r t  h a s  t o  b e  p u t .  T h i s  m a y  r e d u c e  n u m b e r  o f  a n a l y s t s  t o  

f o l l o w  s u c h  a  f i r m .  I n f o r m a t i o n  a c q u i s i t i o n  c o s t s  a r e  l i k e l y  t o  b e  a n  i n v e r s e  f u n c t i o n  

o f  t h e  s q u a r e d  c o r r e l a t i o n  c o e f f i c i e n t  b e t w e e n  f i r m  a n d  m a r k e t  r e t u r n s ;  t h e r e f o r e ,  a n  

i n c r e a s e  i n  R 2 b e t w e e n  f i r m  a n d  m a r k e t  r e t u r n  s h o u l d  l e a d  t o  a n  i n c r e a s e  i n  a n a l y s t s  

f o l l o w i n g .

O ’ B r i e n  a n d  B h u s h a n  ( 1 9 9 1 )  d e t e r m i n e  t h e  v a r i a b l e s  t h a t  t h e y  e x p e c t  t o  b e  

a s s o c i a t e d  w i t h  c h a n g e s  i n  a n a l y s t s  f o l l o w i n g  a s  f o l l o w s : -  a n a l y s t s  c o m p e t i t i o n  

p r o x i e d  b y  t h e  p r i o r - y e a r  l e v e l  o f  a n a l y s t  f o l l o w i n g ;  i n v e s t o r  i n t e r e s t  p r o x i e d  b y  t h e  

c o n t e m p o r a n e o u s  c h a n g e  i n  i n s t i t u t i o n s  h o l d i n g  t h e  s t o c k  a n d  t h e  n u m b e r  o f  

i n s t i t u t i o n s  h o l d i n g  t h e  s t o c k  l a s t  y e a r  a n d  c h a n g e s  i n  s h a r e s  o u t s t a n d i n g ;  v o l a t i l i t y  

p r o x i e d  b y  t h e  s t a n d a r d  e r r o r  o f  e x c e s s  s t o c k  r e t u r n s  ( r e s i d u a l  s t a n d a r d  e r r o r  f r o m  a  

m a r k e t - m o d e l  r e g r e s s i o n ) ;  d i f f e r e n t i a l  c o s t s  o f  c o l l e c t i n g  i n f o r m a t i o n  p r o x i e d  b y  n e t  

c h a n g e  i n  t h e  n u m b e r  o f  f i r m s  i n  t h e  i n d u s t r y ,  a n d  r e g u l a t e d  i n d u s t r i e s ;  a n d  s t o c k  

p e r f o r m a n c e  p r o x i e d  b y  t h e  m a r k e t - a d j u s t e d  r e t u r n .



T h e y  e x p e c t  p o s i t i v e  a s s o c i a t i o n s  b e t w e e n  c h a n g e s  i n  a n a l y s t s  f o l l o w i n g  a n d  

c h a n g e s  i n  i n s t i t u t i o n a l  o w n e r s h i p ,  l a g g e d  i n s t i t u t i o n a l  o w n e r s h i p ,  c h a n g e s  i n  s h a r e s  

o u t s t a n d i n g ,  c h a n g e s  i n  v o l a t i l i t y ,  n e t  e n t r y  o f  f i r m s  t o  t h e  i n d u s t r y ,  r e g u l a t i o n ,  a n d  

s t o c k  p e r f o r m a n c e ,  a n d  e x p e c t  n e g a t i v e  a s s o c i a t i o n  b e t w e e n  c h a n g e s  i n  a n a l y s t  

f o l l o w i n g  a n d  l a g g e d  a n a l y s t  f o l l o w i n g .  T h e y  p r e s u m e  a n  a n a l y s t ’ s  b e n e f i t  w i l l  b e  

g r e a t e s t  i n  f i r m s  w i t h  l i t t l e  c o m p e t i t i o n  f r o m  o t h e r  a n a l y s t s ,  a n d  w i t h  h i g h  i n v e s t o r  

i n t e r e s t .  T h e y  a l s o  s a y  t h a t  i n f o r m e d  t r a d i n g  i s  b e t t e r  c o n c e a l e d  i n  v o l a t i l e  s t o c k s ,  a n d  

i f  a n a l y s t s  c a n  c a p t u r e  s o m e  o f  t h e s e  b e n e f i t s ,  t h e n  i n c r e a s e  i n  v o l a t i l i t y  s h o u l d  c a u s e  

a n  i n c r e a s e  i n  f o l l o w i n g .  T h e y  m e n t i o n  t h a t  i f  t h e r e  a r e  e c o n o m i e s  o f  s c a l e  i n  l e a r n i n g  

a b o u t  f i r m ’ s  o p e r a t i o n s  t h e n  t h e  c o s t  p e r  f i r m  w i l l  d e c l i n e  w i t h  f n e  n u m b e r  o f  f i r m s  i n  

t h e  i n d u s t r y  a n d  t h e y  e x p e c t  t h a t  a n a l y s t s  w i l l  p r e f e r  t h e  r e g u l a t e d  i n d u s t r i e s .

H o w e v e r ,  u s i n g  t w o - s t a g e  l e a s t  s q u a r e s  t o  r u n  o n  s i m u l t a n e o u s  e q u a t i o n s  

h a v i n g  c h a n g e s  i n  a n a l y s t s  f o l l o w i n g  a n d  c h a n g e s  i n  i n s t i t u t i o n a l  o w n e r s h i p  a s  t h e  

e n d o g e n o u s  v a r i a b l e s ,  t h e  r e s u l t  s h o w s  t h a t  c h a n g e s  i n  a n a l y s t s  f o l l o w i n g  a p p e a r  

n e g a t i v e l y  a s s o c i a t e d  w i t h  p r e e x i s t i n g  a n a l y s t s  f o l l o w i n g ,  a n d  p o s i t i v e l y  a s s o c i a t e d  

■ with n e t  c h a n g e  i n  t h e  n u m b e r  o f  f i r m s  i n  t h e  i n d u s t r y  a n d  r e g u l a t i o n  a s  e x p e c t e d .

T h e  o t h e r  v a r i a b l e s  h a v e  n o  e x p l a n a t o r y  p o w e r  a n d  f i n a l l y  v o l a t i l i t y  t u r n s  t o  b e  

n e g a t i v e l y  a s s o c i a t e d  w i t h  t h e  c h a n g e s  i n  n u m b e r  o f  a n a l y s t s .

C h u n g ,  M c l n i s h ,  W o o d  a n d  W y h o w s k i  ( 1 9 9 5 )  e x a m i n e  t h e  w a y  i n f o r m a t i o n  

a f f e c t s  t h e  b i d - a s k  s p r e a d ,  w h e n  t h e  d e m a n d  f o r  ( a n d  s u p p l y  o f  )  i n f o r m a t i o n  i s  

e n d o g e n o u s  b y  s e t t i n g  t h e  m o d e l  t o  c a p t u r e  t h e  s i m u l t a n e i t y  o f  t h e  d e t e r m i n a n t s  o f  

a n a l y s t s  f o l l o w i n g  a n d  t h e  b i d - a s k  s p r e a d  a n d  a p p l y i n g  t h e  t h r e e  s t a g e  l e a s t  s q u a r e s
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method to examine the result. The factors that determine number of analysts are 

bid-ask spreads; trading volume proxied by the average number of transactions and 

the average transaction size; number of shareholders; share Price proxied by the 

weighted average o f the mid-points of bid-ask spread quotations for the day; multiple 

listing is defined as zero if the stock is traded only on the primary exchange and one if 
it is also traded on other exchanges; and firm size proxied by the market value of 

equity.

They expect positive relation between number of analyst and bid-ask spread, 
price volatility, trading volume, number of shareholders, multiple listing , and firm 

size and negative relation with level of share price.

The empirical results are, using the three-stage least squares, as expected. The 

results provide the empirical support that since the value of private information 

increases with the degree of information asymmetry about the firm’s future prospects, 
a larger number o f analysts following a film would imply a greater degree of 

information asymmetry about the firm and thus a higher bid-ask spread. The result 
also supports the idea that since high trading volume reflects a lack of consensus, the 

demand for informedness rises with trading volume. Also, the firms with larger 

investor base and with the multiple listed stocks are followed by more analysts. Their 

empirical result is consistent with the findings of Brennan and Hughes (1991) that 
analysts following is negatively associated with share price and positively associated 

with firm size as the investor is likely to find private information about a larger firm 

more valuable than the same information about a smaller firm and increase in
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transactions in large firm lowers the costs of providing analysts services and thus 
increase the following.

Moyer, Chatfield, and Sisneros (1989) explore the determinants of monitoring 

activity provided by security analysts. The empirical results support the role of 

analysts monitoring as an efficient device for controlling agency-related costs of debt 
and equity (Jensen and Meckling (1976)) and as a response to the information 

demands of investors. The determinants of analysts monitoring in their papers are ะ- 
insider proxied by the proportion of common stock owned by insiders; growth 

proxied by the compound annual growth rate in the firm’ร total assets; debt Ratio 

proxied by long-term debt divided by total common equity at year-end; owners 

proxied by the number o f owners of a company’s common stock at year-end; value 

proxied by the market value of outstanding shares of common stock at year-end; 
institution proxied by the percentage of total common shares owned by institutions at 
year-end, volatility proxied by the standard error of the estimate of earnings per share 

divided by the mean (predicted) earnings per share; finance industry’ (commercial bank 

or savings institution) or not using the dummy variable, and utility industry or not by 

using dummy variable also.

The expected results are that the greater the insider-ownership percentage in a 

firm, the less the necessity for extensive monitoring activity, the negative sign is, 
therefore, expected for the insider. Second, the demand for analyst monitoring 

services is expected to be greater for high-growth firms than for more established and 

mature firms. For the high-growth firm, asset base may change very quickly, and it
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may permit managers to engage in risk shifting, the need for extensive monitoring is, 
therefore, required. Also, the amount of security analyst monitoring activity should be 

positively related to the number of stockholders and to the value of the outstanding 

shares. With more shareholders, more information will be demanded. At the same 

time, with more stockholders, there will be more dispersion in ownership and less 
effective control by the owner; therefore, more monitoring is demanded. The greater 

the market value o f outstanding equity, the greater are the aggregate potential gains to 

investors having access to the better information provided by analysts; therefore, as 
the value of the company’s stock increases, there should be greater aggregate demand 

for the services o f analysts. The greater the proportion of debt in a firm’s capital 
structure, the more likely it is that strict covenants will be required on a firm’s debt. 
And the more covenants restrict a firm’s activities, the less the need for monitoring by 

analysts. The demand for information by each institutional owner is expected to be 

greater than the demand for information by an individual investor. Therefore, the 

amount o f security analyst monitoring is expected to be positively related to the 

proportion of the firm’s shares held by institutional investors. Also, the more 

uncertain a company’s future performance, the more value information has , and, thus, 
the more security analyst monitoring is expected. In finance industry, depositors are 

insured against losses, and these institutions are regulated to minimize losses to 

depositors and the insuring agencies, this will increase the incentives for those 

institutions to adopt more risky operating strategies. With high potential equity risk, 
investors are expected to demand more monitoring services. At the same time, the 

regulation of utilities focuses on minimizing the cost of service to consumers. The 

information emanating from the regulatory process may act as a substitute source of



monitoring for investors, investors in regulated utilities are, therefore, expected to 

demand less monitoring services. Applying Ordinary Least Squares Regression of the 

number of analyst earnings on the above explanatory variables, the results are as 
expected except the volatility variable.

Chung and Jo (1996) find the evidence that security analysts have a stronger 

incentive to follow stocks of high quality companies. Using three-stage least squares 

method, their findings are consistent with Bhushan (1989), Moyer,Chatfiled and 

Sisneros (1989), and Brennan and Hughes (1991) that analyst following is positively 

associated with firm size, trading volume, and the variability of stock returns, and 

negatively associated with share price. They also find the positive relationship 

between analyst following the firm with Tobin’s q ratio, advertising ratio and R& D 

expenditure ratios which are used as the proxies for the quality of the firms.

From the previous literature, the determinants of number of analysts following 

the firms applicable to Thai Market are:-
1. Return -  O’Brien and Bhushan (1991) state that analysts prefer to cover 

stocks that performed w ell, therefore, the higher the return, the more 

number of analysts to follow those firms. However, Brennan and Hughes 

(1996), and Chung and Jo (1996) find that firms that earn negative return 

will tend to have a larger analyst following.
2. Volatility -  Bhushan (1989), Brennan and Hughes (1991), Moyer, 

Chatfield, and Sisneros ( 1989), Chung and Jo (1996), and Chung, Mclnish, 
Wood and Wyhoski (1995) find that the expected trading profit based on

29
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private information will be higher for a firm with higher return variability. 
Also, O’Brien and Bhushan (1991) state that informed trading is better 

concealed in volatile stocks. The relationship between volatility and 

number of analysts following is, thus, positive.
3. Size -  Private information about a larger firm is more valuable than the 

same piece of information about a smaller firm because o f higher profit 
from trading, and increase in firm size leads to more transaction business 

for analysts (Bhushan (1989), Moyer et al.(1989), Brennan and Hughes 

(1991), Chung and Jo (1996), and Chung et al. (1995)).
4. Number of Institutional holdings and Percentage of shares held by 

institutions -  Bhushan (1989), O’Brien and Bhushan (1991), and Moyer et 
ฟ. (1989) point out that increase in concentration o f ownership will make 

demand for analysts higher if major of transaction business comes from 

institutions. On the other hand, if the customers use in-house analysis, 
then demand for analysts will be lower.

5. Competition -  O’Brien and Bhushan (1991) mention that analysts’ benefit 
will be greatest in firms with little competition by linking with commission 

revenue so analysts expect to derive more benefit from following shares 

where more trading can be generated. The negative relation between 

competition and number of analysts is, thus, expected.
6. Debt -  Moyer et al. ( 1989) state that the greater the debt, the more likely 

that a strict covenants are required. As a result, the higher the debt, the 

lower the number of analysts will be.
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7. Transaction -  Chung and Jo (1996), and Chung et al. (1995) mention that 
high volume typically reflects a lack of consensus, demand for 

informedness is, therefore, higher. Transaction is, therefore, expected to be 

positively related with number of analysts.
8. Growth -  For the firms with high growth rate, asset base may change 

quickly and manager may shift the risk to creditors (if risk is increased), or 

to shareholders (if risk is decreased) (Moyer et al. (1989)). The growth rate 

is, thus, positively related to number of analysts.
9. Spread -  Chung (1995) state that financial analysts deduce the profit 

potential of a stock from the size of market maker’s spread (based on the 

expectation that spreads would be greater for a stock with greater 

information asymmetry). As a result, the bigger the spread, the higher the 

number of analysts will be.
10. Number of shares -  Moyer et al. (1989) and Chung et ฟ. (1995) explain 

that a greater number of stockholders may indicate a greater dispersion of 

ownership and less effective control by the owners, more analysts are,
therefore, required.
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