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Inform
ation and V

alue

Investors attem
pt to assess the value of an asset based upon the

inform
ation that they have about that asset at that point in tim

e.

A
t the sam

e tim
e, different investors w

ill arrive at different
assessm

ents of value for the sam
e asset

•
B

ecause the inform
ation they have is different

•
B

ecause they have different w
ays of processing the sam

e inform
ation

T
he price is determ

ined by dem
and and supply.
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Inform
ation and P

rices in an E
fficient M

arket

T
im

e
N

ew
 inform

ation is revealed

A
sset price

F
igure 10.1: P

rice A
djustm

ent in an E
fficient M

arket

N
otice that the price 

adjusts instantaneously 
to the inform

ation
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A
 S

low
 Learning M

arket…

T
im

e
N

ew
 inform

ation is revealed

A
sset price

F
igure 10.2 A

 S
low

 Learning M
arket

T
he price drifts upw

ards after the 
good new

s com
es out.
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A
n O

verreacting M
arket

T
im

e
N

ew
 inform

ation is revealed

A
sset price

F
igure 10.3: A

n O
verreacting M

arket

T
he price increases too m

uch on the
good new

s announcem
ent, and then

decreases in the period after.
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T
rading on P

rivate Inform
ation

Insiders are m
anagers, directors or m

ajor stockholders in firm
s.

A
nalysts operate at the nexus of private and public inform

ation.

O
ne w

ay to exam
ine w

hether private inform
ation can be used to earn

excess returns is to look at w
hether insiders and analysts earn excess

returns.
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Insider T
rading as a Leading Indicator of S

tock
prices..

F
igure 10.4: C

um
ulative R

eturns F
ollow

ing Insider T
rading: B

uy vs Sell 
G

roup
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M
ore on insider trading…

Studies since support this finding, but it is w
orth noting that insider

buying is a noisy signal – about 4 in 10 stocks w
here insiders are

buying turn out to be poor investm
ents, and even on average, the

excess returns earned are not very large.

In a study in 1998, L
akonishok and L

ee  take a closer look at the price
m

ovem
ents 

around 
insider 

trading. 
T

hey 
find 

that 
firm

s 
w

ith
substantial 

insider 
selling 

have 
stock 

returns 
of 

14.4%
 

over 
the

subsequent 12 m
onths, w

hich is significantly low
er than the 22.2%

earned by firm
s w

ith insider buying.

H
ow

ever, 
they 

find 
that 

the 
link 

betw
een 

insider 
trading 

and
subsequent returns is greatest for sm

all com
panies and that there is

alm
ost no relationship at larger firm

s.
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C
an you follow

 insiders and m
ake m

oney?
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A
re som

e insiders m
ore inside than others?

N
ot all insiders have equal access to inform

ation. T
op m

anagers and m
em

bers
of the board should be privy to m

uch m
ore im

portant inform
ation and thus

their trades should be m
ore revealing. A

 study by B
ettis, V

ickrey and V
ickery

finds that investors w
ho focus only on large trades m

ade by top executives,
rather than total insider trading m

ay, in fact, be able to earn excess returns.

A
s investm

ent alternatives to trading on com
m

on stock have m
ultiplied,

insiders have also becom
e m

ore sophisticated about using these alternatives.
A

s an outside investor, you m
ay be able to add m

ore value by tracking these
alternative investm

ents. For instance, B
ettis, B

izjak and L
em

m
on find that

insider trading in derivative securities  (options specifically) to hedge their
com

m
on stock positions increases im

m
ediately follow

ing price run-ups and
prior to poor earnings announcem

ents. In addition, they find that stock prices
tend to go dow

n after insiders take these hedging positions.
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Illegal Insider T
rading: Is it profitable?

W
hen insiders are caught trading illegally, they alm

ost invariably have m
ade a

killing on their investm
ent. C

learly, som
e insiders m

ade significant returns off
their privileged positions.
A

lm
ost all m

ajor new
s announcem

ents m
ade by firm

s are preceded by a price
run-up (if it is good new

s) or a price drop (if it is bad new
s). W

hile this m
ay

indicate a very prescient m
arket, it is m

uch m
ore likely that som

eone w
ith

access to the privileged inform
ation (either at the firm

 or the interm
ediaries

helping the firm
) is using the inform

ation to trade ahead of the new
s. In fact,

the other indicator of insider trading is the surge in trading volum
e in both the

stock itself and derivatives prior to big new
s announcem

ents.
In addition to having access to inform

ation, insiders are often in a position to
tim

e the release of relevant inform
ation to financial m

arkets. O
ne study find

that insiders sell stock betw
een 3 and 9 quarters before their firm

s report a
break in consecutive earnings increases. T

hey also find, for instance, that
insider selling increases at grow

th firm
s prior to periods of declining earnings.
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A
nalysts

A
nalysts have access to public inform

ation and to the m
anagers of the

firm
 (and thus to private inform

ation).

A
nalysts m

ake earnings forecasts for firm
s (and revise them

) and
recom

m
endations on buy and sell.
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W
ho do analysts follow

?

F
igure 10.6 : N

um
ber of analysts estim

ating earnings per shar: U
.S. firm

s in January 2001
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D
eterm

inants of analyst follow
ing…

M
arket C

apitalization: T
he larger the m

arket capitalization of a firm
,

the m
ore likely it is to be follow

ed by analysts.

Institutional H
olding: T

he greater the percent of a firm
’s stock that is

held by institutions, the m
ore likely it is to be follow

ed by analysts.
T

he open question, though, is w
hether analysts follow

 institutions or
w

hether institutions follow
 analysts. G

iven that institutional investors
are the biggest clients of equity research analysts, the causality
probably runs both w

ays.

T
rading V

olum
e: A

nalysts are m
ore likely to follow

 liquid stocks.
H

ere again, though, it is w
orth noting that the presence of analysts and

buy (or sell) recom
m

endations on a stock m
ay play a role in increasing

trading volum
e.
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I. E
arnings F

orecasts

A
nalysts spend a considerable am

ount of tim
e estim

ating the earnings
per share that com

panies w
ill report in the next quarter. T

hey also
provide forecasts of earnings further out - up to 5 years.

A
nalysts also constantly update these forecasts as new

 inform
ation

com
es out. T

o the extent that there is inform
ation in these revisions,

stock prices should react.
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Inform
ation in E

arnings F
orecasts

1.
Firm

-specific inform
ation that has been m

ade public since the last earnings
report: A

nalysts can use inform
ation that has com

e out about the firm
 since the

last earnings report, to m
ake predictions about future grow

th.
2.

M
acro-econom

ic inform
ation that m

ay im
pact future grow

th : A
nalysts can

update their projections of future grow
th as new

 inform
ation com

es out about
the overall econom

y and about changes in fiscal and m
onetary policy.

3.
Inform

ation revealed by com
petitors on future prospects: A

nalysts can also
condition 

their 
grow

th 
estim

ates 
for 

a 
firm

 
on 

inform
ation 

revealed 
by

com
petitors on pricing policy and future grow

th.
4.

Private inform
ation about the firm

: A
nalysts som

etim
es have access to private

inform
ation about the firm

s they follow
 w

hich m
ay be relevant in forecasting

future grow
th.

5.
P

ublic inform
ation other than earnings: It has been show

n, for instance, that
other financial variables such as earnings retention, profit m

argins and asset
turnover are useful in predicting future grow

th. A
nalysts can incorporate

inform
ation from

 these variables into their forecasts.
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T
he Q

uality of E
arnings F

orecasts

T
he general consensus from

 studies that have looked at short-term
 forecasts

(one quarter ahead to four quarters ahead) of earnings is that analysts provide
better forecasts of earnings than m

odels that depend purely upon historical
data. T

he m
ean relative absolute error, w

hich m
easures the absolute difference

betw
een the actual earnings and the forecast for the next quarter, in percentage

term
s, is sm

aller for analyst forecasts than it is for forecasts based upon
historical data.
A

 study in 1978 m
easured the squared forecast errors by m

onth of the year and
com

puted the ratio of analyst forecast error to the forecast error from
 tim

e-
series 

m
odels 

of 
earnings. 

It 
found 

that 
the 

tim
e 

series 
m

odels 
actually

outperform
 analyst forecasts from

 A
pril until A

ugust, but underperform
 them

from
 Septem

ber through January.
T

he other study by O
'B

rien (1988) found that analyst forecasts outperform
 the

tim
e series m

odel for one-quarter ahead and tw
o-quarter ahead forecasts, do as

w
ell as the tim

e series m
odel for three-quarter ahead forecasts and do w

orse
than the tim

e series m
odel for four-quarter ahead forecasts.
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A
nalyst E

rrors seem
 to be related to

m
acroeconom

ic conditions…
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H
ow

 about long term
 forecasts?

T
here 

is 
little 

evidence 
to 

suggest 
that 

analysts 
provide 

superior
forecasts of earnings w

hen the forecasts are over three or five years.
A

n early study by C
ragg and M

alkiel com
pared long-term

 forecasts by
five investm

ent m
anagem

ent firm
s in 1962 and 1963 w

ith actual
grow

th over the follow
ing three years to conclude that analysts w

ere
poor long term

 forecasters.

T
his view

 w
as contested in 1988 by V

ander W
eide and C

arleton w
ho

found that the consensus prediction of five-year grow
th in the I/B

/E
/S

w
as superior to historically oriented grow

th m
easures in predicting

future grow
th.
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M
arket R

eaction to E
arnings R

evisions…

In one of the earliest studies of this phenom
enon, G

ivoly and L
akonishok

created portfolios of 49 stocks in three sectors, based upon earnings revisions,
and reported earning an excess return on 4.7%

 over the follow
ing four m

onths
on the stocks w

ith the m
ost positive revisions.

 H
aw

kins, in 1983, reported that a portfolio of stocks w
ith the 20 largest

upw
ard revisions in earnings on the I/B

/E
/S database w

ould have earned an
annualized return of 14%

 as opposed to the index return of only 7%
.

In another study, C
ooper, D

ay and L
ew

is report that m
uch of the excess

returns is concentrated in the w
eeks around the revision – 1.27%

 in the w
eek

before the forecast revision, and 1.12%
 in the w

eek after, and that analysts that
they categorize as leaders (based upon tim

eliness, im
pact and accuracy) have a

m
uch greater im

pact on both trading volum
e and prices.

In 2001, C
apstaff, Paudyal and R

ees expanded the research to look at earnings
forecasts in other countries and concluded that you could have earned excess
returns of 4.7%

 in the U
.K

, 2%
 in France and 3.3%

 in G
erm

any from
 buying

stocks w
ith the m

ost positive revisions.
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P
otential P

itfalls and possible use…

T
he lim

itation of an earnings m
om

entum
 strategy is its dependence on tw

o of
the w

eakest links in financial m
arkets –earnings reports that com

e from
 firm

s
(w

here 
accounting 

gam
es 

skew
 

earnings)and 
analyst 

forecasts 
of 

these
earnings (w

hich are often biased).
T

o the extent that analysts influence trades m
ade by their clients, they are

likely to affect prices w
hen they revise earnings. T

he m
ore influential they are,

the greater the effect they w
ill have on prices, but the question is w

hether the
effect is lasting.
It 

is 
a 

short-term
 

strategy 
that 

yields 
fairly 

sm
all 

excess 
returns 

over
investm

ent horizons ranging from
 a few

 w
eeks to a few

 m
onths.

O
ne w

ay you m
ay be able to earn higher returns from

 this strategy is to
identify 

key 
analysts 

and 
build 

an 
investm

ent 
strategy 

around 
forecast

revisions m
ade by them

, rather than looking at consensus estim
ates m

ade by
all analysts. W

hile forecast revisions and earnings surprises by them
selves are

unlikely to generate lucrative portfolios, they can augm
ent other m

ore long-
term

 screening strategies.
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II. R
ecom

m
endations: S

om
e background

•
If 

w
e 

categorize 
analyst 

recom
m

endations 
into 

buy, 
sell 

and 
hold, 

the
overw

helm
ing num

ber are buy recom
m

endations. In 2001, for instance, buy
recom

m
endations outnum

bered sell recom
m

endations 7 to 1, but that w
as

actually a drop from
 the late 1990s, w

here sell recom
m

endations w
ere often

outnum
bered by m

ore than 25 to 1.

•
Part of the reason for this im

balance betw
een buy and sell recom

m
endations is

that analysts often have m
any m

ore layers beyond buy, sell and hold. W
hat

this allow
s them

 to do is not only rate stocks m
ore finely, but also to send sell

signals w
ithout ever saying the w

ord. T
hus, an analyst dow

ngrading a stock
from

 a strong buy to a w
eak buy is sending a sell signal on the stock.

•
A

s w
ith earnings forecasts, there is herd behavior w

hen it com
es to

recom
m

endations. T
hus, w

hen one analyst upgrades a stock from
 a w

eak buy
to a strong buy, there tends to be a rush of other analyst upgrades in the
follow

ing days.
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M
arket R

eaction…

F
igure 10.8: M

arket R
eaction to R

ecom
m

endations: 1989- 1990
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T
em

pered by fears of bias…
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U
sing A

nalyst R
ecom

m
endations…

C
an you m

ake m
oney off analyst recom

m
endations? E

ven if there w
ere no

new
 inform

ation contained in recom
m

endations, there is the self-fulfilling
prophecy created by clients w

ho trade on these recom
m

endations, pushing up
stock prices after buy recom

m
endations and pushing them

 dow
n after sell

recom
m

endations. If this is the only reason for the stock price reaction,
though, the returns are not only likely to be sm

all but could very quickly
dissipate, leaving you w

ith large transactions costs and little to show
 for them

.
Y

ou should begin by identifying the analysts w
ho are not only the m

ost
influential 

but 
also 

have 
the 

m
ost 

content 
(private 

inform
ation) 

in 
their

recom
m

endations.  In addition, you m
ay w

ant to screen out analysts w
here the

potential conflicts of interest m
ay be too large for the recom

m
endations to be

unbiased. Y
ou should invest based upon their recom

m
endations, preferably at

the 
tim

e 
the 

recom
m

endations 
are 

m
ade. 

A
ssum

ing 
that 

you 
still 

attach
credence to the view

s of the recom
m

ending analysts, you should w
atch the

analysts for signals that they have changed or are changing their m
inds. Since

these signals are often subtle, you can easily m
iss them

.
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T
rading on P

ublic Inform
ation

T
here is substantial inform

ation that com
es out about stocks. Som

e of
the inform

ation com
es from

  the firm
 - earnings and dividend

announcem
ents, acquisitions and other new

s - and som
e com

es from
com

petitors.

Prices generally react to this inform
ation.
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I. E
arnings A

nnouncem
ents

E
very quarter (in the U

.S) and less frequently elsew
here, firm

s report
their earnings for the m

ost recent period.

W
hen firm

s m
ake earnings announcem

ents, they convey inform
ation

to financial m
arkets about their current and future prospects. T

he
m

agnitude of the inform
ation, and the size of the m

arket reaction,
should depend upon how

 m
uch the earnings report exceeds or falls

short of investor expectations.

 In an efficient m
arket, there should be an instantaneous reaction to the

earnings report, if it contains surprising inform
ation, and prices should

increase follow
ing positive surprises and dow

n follow
ing negative

surprises.
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M
arket R

eaction to E
arnings R

eports
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B
y day of the w

eek..

M
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T
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W
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T
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F
igure 10.11: E

arnings and D
ividend R

eports by D
ay of the W

eek
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T
he C

onsequence of D
elays…

F
IG

U
R

E
  10.12: C

um
ulated A

bnorm
al R

eturns around E
arnings R

eports: D
ay 0 is E

arnings A
nnouncem

ent D
ate
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E
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A
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T
he Intraday reaction..

F
igure 10.13 : P

rice A
djustm

ent by H
our after E

arnings R
eport
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A
nd earnings quality m

atters…

A
s firm

s play the earnings gam
e, the quality of earnings has also

diverged 
across 

com
panies. 

A
 

firm
 

that 
beats 

earnings 
estim

ates
because 

it 
has 

m
ore 

efficient 
operating 

should 
be 

view
ed 

m
ore

favorably than one that beats estim
ates because it changed the w

ay it
valued inventory.

C
han, C

han, Jegadeesh and L
akonishok exam

ined firm
s that reported

high accruals – i.e. the difference betw
een accounting earnings and

cash 
flow

s 
and 

argued 
that 

firm
s 

report 
high 

earnings 
w

ithout 
a

m
atching increase in cashflow

 have poorer quality earnings. W
hen

they tracked a portfolio com
posed of these firm

s, they discovered that
the high accrual year w

as usually the turning point in the fortunes of
this firm

, w
ith subsequent years bring declining earnings and negative

stock returns.
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C
an you m

ake m
oney of earnings

announcem
ents?

O
ne strategy is to buy stocks that report large positive earnings surprises,

hoping to benefit from
 the drift. T

he evidence indicates that across all stocks,
the potential for excess returns from

 buying after earnings announcem
ents is

very sm
all.

Y
ou can concentrate only on earnings announcem

ents m
ade by sm

aller, less
liquid com

panies w
here the drift is m

ore pronounced. In addition, you can try
to direct your m

oney tow
ards com

panies w
ith higher quality earnings surprises

by avoiding firm
s w

ith large accruals.

Y
our biggest payoff is in investing in com

panies before large positive earnings
surprises. Y

ou m
ay be able to use a com

bination of quantitative techniques
(tim

e series m
odels that forecast next quarter’s earnings based upon historical

earnings) and trading volum
e (insiders do create blips in the volum

e) to try to
detect these firm

s. E
ven if you are right only 55%

 of the tim
e, you should be

able to post high excess returns.
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A
cquisitions

A
cquisitions involve large investm

ents and tend to have large price
im

pact. C
onsequently, inform

ation-based strategies are often focused
on acquisitions and m

arket reactions to them
.
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T
he E

ffect on T
arget F

irm
s

F
igure 10.14: C

um
ulative E

xcess R
eturn to T

arget C
om

pany Stock
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A
cross different types of acquisitions…
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T
he E

ffect on A
cquirers..

Jensen and R
uback report excess returns of 4%

 for bidding firm
stockholders 

around 
tender 

offers 
and 

no 
excess 

returns 
around

m
ergers. Jarrell, B

rickley and N
etter, in their exam

ination of tender
offers from

 1962 to 1985, note a decline in excess returns to bidding
firm

 stockholders from
 4.4%

 in the 1960s to 2%
 in the 1970s to -1%

 in
the 1980s.

O
ther studies indicate that approxim

ately half of all bidding firm
s earn

negative 
excess 

returns 
around 

the 
announcem

ent 
of 

takeovers,
suggesting that shareholders are skeptical about the perceived value of
the takeover in a significant num

ber of cases.
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A
fter the acquisition…

 O
perating E

vidence

M
cK

insey and C
o. exam

ined 58 acquisition program
s betw

een 1972
and 1983 for evidence on tw

o questions: (1) D
id the return on the

am
ount invested in the acquisitions exceed the cost of capital? (2) D

id
the 

acquisitions 
help 

the 
parent 

com
panies 

outperform
 

the
com

petition? T
hey concluded that 28 of the 58 program

s failed both
tests, and six failed at least one test.

In a follow
-up study of 115 m

ergers in the U
.K

. and the U
.S. in the

1990s, 
M

cK
insey 

concluded 
that 

60%
 

of 
the 

transactions 
earned

returns on capital less than the cost of capital, and that only 23%
earned excess returns.

In 1999, K
P

M
G

 exam
ined 700 of the m

ost expensive deals betw
een

1996 and 1998 and concluded that only 17%
 created value for the

com
bined firm

, 30%
 w

ere value neutral and 53%
 destroyed value.
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A
fter the acquisition…

 D
ivestitures

T
he m

ost dam
aging piece of evidence on the outcom

e of acquisitions
is the large num

ber of acquisitions that are reversed w
ithin fairly short

tim
e periods. M

itchell and L
ehn note that 20.2%

 of the acquisitions
m

ade betw
een 1982 and 1986 w

ere divested by 1988. In a study
published 

in1992, 
K

aplan 
and 

W
eisbach 

found 
that 

44%
 

of 
the

m
ergers they studied w

ere reversed, largely because the acquirer paid
too m

uch or because the operations of the tw
o firm

s did not m
esh.

S
tudies that have tracked acquisitions for longer tim

e periods (ten
years or m

ore) have found the divestiture rate of acquisitions rises to
alm

ost 50%
, suggesting that few

 firm
s enjoy the prom

ised benefits
from

 acquisitions do not occur. In another study,
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T
akeover based investm

ent strategies

T
he first and m

ost lucrative, if you can pull it off, is to find a w
ay to

invest in a target firm
 before the acquisition is announced.

T
he second is to w

ait until after the takeover is announced and then try
to take advantage of the price drift betw

een the announcem
ent date

and the day the deal is consum
m

ated. T
his is often called risk

arbitrage.

T
he third is also a post-announcem

ent strategy, but it is a long-term
strategy w

here you invest in firm
s that you believe have the pieces in

place to deliver the prom
ised synergy or value creation.
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P
reannouncem

ent T
rading

R
esearch indicates that the typical target firm

 in a hostile takeover has the
follow

ing characteristics:
•

 It has under perform
ed other stocks in its industry and the overall m

arket, in term
s

of returns to its stockholders in the years preceding the takeover.
•

It has been less profitable  than firm
s in its industry in the years preceding the

takeover.
•

It has a m
uch low

er stock holding  by insiders than do firm
s in its peer groups.

•
It has a low

 price to book ratio &
 a low

 ratio of value to replacem
ent cost.

T
here are tw

o w
ays in w

hich w
e can use the findings of these studies to

identify potential target firm
s.

•
D

evelop a set of screens that incorporate the variables m
entioned above. Y

ou
could, for instance, invest in firm

s w
ith m

arket capitalizations below
 $ 5 billion,

w
ith low

 insider holdings, depressed valuations (low
 price to book ratios) and low

returns on equity.
•

T
he second and slightly m

ore sophisticated variant is to estim
ate the probability of

being taken over for every firm
 in the m

arket using statistical techniques
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P
ost-A

nnouncem
ent T

rading

In this strategy, you buy com
panies after acquisitions or m

ergers are
com

pleted because you believe that they w
ill be able to deliver w

hat
they prom

ise at the tim
e of the m

erger – higher earnings grow
th and

synergy.

T
he likelihood of success seem

s to be greater
•

In hostile acquisitions, w
here the m

anagem
ent is replaced.

•
In m

ergers of like businesses than in conglom
erate m

ergers

•
In cost-saving m

ergers than in grow
th-oriented m

ergers

•
In m

ergers w
here plans for synergy are m

ade before the m
erger

•
In acquisitions of sm

all com
panies by larger com

panies (as opposed to
m

ergers of equals)
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O
ther Inform

ation
1. S

tock S
plits

10%

20%

30%

M
onth 

of split

-20
-30

-10
10

20
30
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2. D
ividend C

hanges
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Im
plem

enting an Inform
ation B

ased S
trategy:

D
eterm

inants of S
uccess

Identify the inform
ation around w

hich your strategy w
ill be built: S

ince you
have to trade on the announcem

ent, it is critical that you determ
ine in advance

the inform
ation that w

ill trigger a trade.
Invest in an inform

ation system
 that w

ill deliver the 
inform

ation 
to 

you
instantaneous: M

any individual investors receive inform
ation w

ith a tim
e lag

– 15 to 20 m
inutes after it reaches the trading floor and institutional investors.

W
hile this m

ay not seem
 like a lot of tim

e, the biggest price changes after
inform

ation announcem
ents occur during these periods.

E
xecute quickly: G

etting an earnings report or an acquisition announcem
ent in

real tim
e is of little use if it takes you 20 m

inutes to trade. Im
m

ediate
execution of trades is essential to succeeding w

ith this strategy.
K

eep a tight lid on transactions costs:  Speedy execution of trades usually
goes w

ith higher transactions costs, but these transactions costs can very easily
w

ipe out any potential you m
ay see for excess returns).

K
now

 w
hen to sell: A

lm
ost as critical as know

ing w
hen to buy is know

ing
w

hen to sell, since the price effects of new
s releases m

ay begin to fade or even
reverse after a w

hile.
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