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Abstract
We examine cross-sectional determinants of the informativeness of analyst research, i.e., their
effect on security prices, controlling for endogeneity among the factors affecting informativeness.
Analyst reports are more informative when the potential brokerage proﬁts are higher (e.g., high
trading volume, high volatility, and high institutional ownership) and lower when information
processing costs (e.g., more business segments) are high. We also ﬁnd that the informativeness of
analyst research and informativeness of ﬁnancial statements are complements.
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1. Introduction
We study the determinants of the magnitude (i.e., absolute value) of stock price reaction
to analyst reports. We deﬁne the informativeness of an analyst report (referred to in the
paper as AI, analyst informativeness) as the average magnitude of a ﬁrm’s stock price
$
We are grateful to Mike Barclay, Jennifer Francis (the referee), Dave Larcker, Thomas Lys (the editor),
Zhayoang Gu, Wayne Guay, Ane Tamayo, Jerry Zimmerman, and workshop participants at Pittsburgh,
Rochester, and Wharton, for helpful comments.
Corresponding author. Tel.: +1 617 253 0994; fax: +1 617 253 0603.
E-mail address: kothari@mit.edu (S.P. Kothari).

0165-4101/$ - see front matter r 2006 Elsevier B.V. All rights reserved.
doi:10.1016/j.jacceco.2005.10.004

ARTICLE IN PRESS
30

R. Frankel et al. / Journal of Accounting and Economics 41 (2006) 29–54

reaction to analysts’ reports in a given year. Our measure of informativeness is related to
the variance measure of informativeness of earnings reports pioneered by Beaver (1968)
and used in subsequent research (see Landsman and Maydew (2002), and Francis et al.,
(2002) for recent applications).
Much of previous research studies the informativeness of consensus forecast, whereas
our primary focus is on examining the average price impact of individual analyst reports
and determinants of the informativeness of a report.1 Such research on the informativeness
of analyst reports is important for several reasons. First, recently voiced concern about the
integrity and objectivity of analysts in the academic literature and in the ﬁnancial press
raises skepticism about the informativeness of analyst research. Our analysis of the
informativeness of analyst reports is helpful in ascertaining whether and how much pricesensitive information exists in a typical analyst report.2 Second, analysts as information
providers in capital markets decide on which ﬁrms to follow and how many reports to issue
on each ﬁrm. By investigating the determinants of analyst informativeness (AI) we examine
whether the incentive to provide informative reports inﬂuences analysts’ decisions to
follow a ﬁrm. Finally, previous research suggests that there is also demand for analysts to
simply repackage and re-transmit and also to interpret corporate disclosures to generate
investment banking and brokerage business, potentially making analyst reports less
informative. The net effect of the aforementioned three reasons on the average
informativeness of analyst reports is an empirical issue. Moreover, cross-sectional
variation in the informativeness of the reports is determined by multiple factors, with
some of those being endogenous, the focus of our study.
Our examination of the determinants of cross-sectional variation in AI is similar to
examining why some ﬁrms’ returns are more volatile than others. Clearly, event-speciﬁc
factors cause price movements and therefore return volatility, but in explaining differences
in volatility one seeks to understand why news comes in larger doses for some ﬁrms and in
smaller doses for others. Our study provides evidence on why for some ﬁrms the average
magnitude of news in analyst reports is greater than that for others.
Previous research has typically examined the relation between analyst following and ﬁrm
characteristics under the assumption that analyst-following proxies for the resources
devoted to information collection and thus the informativeness of analyst reports (see
Bhushan, 1989a, O’Brien and Bhushan, 1990; Lang and Lundholm, 1996; Hong et al.,
2000). Unlike prior research, we do not assume that the richness of the information set
attributable to analysts is automatically an increasing function of the number of analysts
following for a ﬁrm. We examine analyst following as one factor among many that can
positively or negatively inﬂuence the informativeness of analyst reports. In addition, our
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Lys and Sohn (1990) is an exception, but they also do not directly focus on estimating analyst informativeness.
Note that in an efﬁcient market, analyst reports that lack integrity and objectivity are likely to be less
informative. However, if market participants are assumed to ﬁxate on or under- or over-react to analyst reports,
then analyst research would appear informative (i.e., generate a stock-price reaction), but it would also cause
returns to be predictable—contrary to market efﬁciency. In recent years, behavioral ﬁnance theory has gained
acceptance among academics and practitioners, and thus hypothesis assuming market inefﬁciency should also be
considered. Return-predictability tests that are designed to discriminate between analyst informativeness in
efﬁcient markets and under/overreaction are beyond the scope of this study. Preliminary analysis conducted in an
earlier version of the paper suggest lack of return predictability, which is consistent with analyst informativeness
as if market participants ﬁlter out irrelevant and misleading information in analyst report.
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