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Q. Page 51, footnote 50:  Please provide all references to analyses of this 1 

matter published subsequent to Wall Street’s loss of credibility (page 34, 2 

line 1). 3 

  4 

 5 

A. We have found only one analysis of analysts’ stock recommendations 6 

published subsequent to Wall Street’s loss of credibility which contains data 7 

for the post-2000 period.    “Reassessing the Returns to Analysts’ Stock 8 

Recommendations” by Brad Barber, Reuven Lehavy, Maureen McNichols, 9 

and Brett Trueman (see attached) was published in the March/April 2003 10 

issue of the Financial Analysts Journal.   Their results indicate that 11 

recommended stocks achieved greater average annual market adjusted 12 

returns over the longer term than those stocks that were less favored.  13 

Therefore, according to the authors, as long as the poor returns realized on 14 

analyst recommended stocks in 2000-2001 are simply an aberration that is 15 

unlikely to be repeated, there is long-term value to be found in analyst 16 

recommendations.   In conclusion, they state: 17 

 18 

These results should help inform the debate over the usefulness of 19 

analyst stock recommendations. Additionally, our results should alert 20 

researchers to the possibility that excluding the years 2000-2001 from 21 

their sample periods could have a significant impact on any 22 

conclusions they draw regarding analyst stock recommendations. 23 

 



Brad Barber, Reuven Lehavy, Maureen McNichols, and Brett Trueman

After a string of years in which security analysts' top stock picks
significantly outperformed their pans, the years 2000 and 2001 were
disasters. During those two years, the stocks least favored by analysts
earned an average annualized market-adjusted return of 13.44 percent
whereas the stocks most highly recommended underperformed the market
by 7.06 percent, a return difference of more than 20 percentage points. This
pattern prevailed during most months of 2000 and 2001 and was observed
for both technology and non technology stocks. Additional analysis
suggests that these poor results were driven, at least in part, by analysts'
tendency to recommend small-capitalization growth stocks during those
years, despite the fall of those stocks from favor. Whether or not this
preference was motivated by a desire to attract and retain the most lucrative
investment banking clients, our findings should add to the debate over the
usefulness of analyst stock recommendations. They should also serve to
alert researchers to the possibility that excluding 2000 and 2001 from their
sample periods could have a significant impact on any conclusions they
draw about analyst stock recommendations.

']v{

any segments of the investment com-

munity have grown increasingly sus-

picious in recent years of the value of
U.s. sell-side analysts' stock recom-

mendations. With the investment banking business
booming during the late 1990s and early 2000, the
belief spread that these analysts were focused on
attracting and retaining clients rather than on writ-
ing research reports that accurately reflected their
opinions of the companies they were following.1
Adding to this belief was the disclosure of internal
Merrill Lynch & Company e-mails from this period
that strongly suggest that fundamentally weak
Internet stocks were touted by some of Merrill's
sell-side analysts. As a consequence, "buy" and
"strong buy" recommendations have apparently
become less meaningful to many investors. "Sell"
and "strong sell" recommendations have become
quite scarce.

To shed light on the extent to which analyst
stock recommendations continue to have value to
investors, we analyzed the returns to their buy and
sell recommendations during the 1996-2001

period.

Analyst Performance
Previously, for the 1986-96 period, a time during
which the impact of investment banking on ana-
lysts' research reports was arguably less of a con-
cern, Barber, Lehavy, McNichols, and Trueman
(2001, hereafter BLMT) found U.S. sell-side ana-
lysts' stock recommendations to have significant
value. Specifically, BLMT documented that stocks
with more favorable consensus (average) recom-
mendations outperformed those with less favor-
able recommendations. A portfolio composed of
the most highly recommended stocks, for example,
generated an average annual market-adjusted
return (mean raw return less the return on a value-
weighted market index) of 3.97 percent, whereas a
portfolio of the least favored stocks yielded an aver-
age annual market-adjusted return of -9.06 percent,
a difference of more than 13 percentage points
(pps).2 For the years 1996-1999, we found market-
adjusted returns that were similar in nature to those
for the earlier period (the negative return on the
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Reassessing the Returns to Analysts' Stock Recommendations

least favored stocks was, in fact, larger than previ-
ously documented).

The returns for the years 2000-2001, however,
are strikingly different. This divergence is illus-
trated by Table 1, in which the annual market-
adjusted returns to the most highly and least
favored stocks for the 1986-2001 period are plotted.3
In all years but 2000 and 2001, the most highly
favored stocks outperformed the least favored
stocks; in 2000 and 2001, the reverse was true. The
market-adjusted return on the most favorably rated
stocks in 2000 and again in 2001 was about -7 per-
cent, which represents the lowest yearly return for
this portfolio during the entire 16-year period. In
contrast, the market-adjusted return on the least
favored stocks was a quite large 17.6 percent in 2000
and 9.3 percent in 2001, the highest annual market-
adjusted returns earned by these stocks for the entire
period. The difference between the returns to the
highest-rated and lowest-rated stocks, almost -25
pps in 2000 and about -16 pps in 2001, reflects very
poor years for analysts' recommendations.

be viewed with some caution, however, given the
relative scarcity of sell recommendations for tech-
nology companies in our sample.)

To gain insight into possible causes of analysts'
poor performance during 2000-2001, we calculated
each portfolio's abnormal returns after we con-
trolled for the return expected on the portfolio
given the beta, size, ratio of book value to market
value (BV /MV), and price momentum of each of its
component stocks. Similar to the conclusion
reached for market-adjusted returns, we found that
in the 1996-99 period, the most highly recom-
mended stocks earned a higher average annual
abnormal return than did the least favored stocks.
In contrast to the market-adjusted return results,
however, the highest-rated stocks continued to
earn higher average abnormal returns during the
2000-01 period (although the return difference was
not reliably different from zero).

Key to understanding these divergent results
and what they tell us about the analysts' poor
market-adjusted performance is the additional
finding that during both time periods, the most
highly recommended stocks were generally small,
with low BV /MVs (so-called growth stocks) and
the least favored stocks, although also small, had
high BV /MVs (so-called value stocks). This differ-
ence is noteworthy because during the 1996-99
period, small-cap growth stocks vastly outper-
formed small-cap value stocks but during 2000-
2001, value stocks trounced growth stocks.4
Although analysts' highest-rated stocks outper-
formed the typical small-cap growth company and
their lowest-rated stocks underperformed the typ-
ical small-cap value company in 2000-2001, their
continuing tendency to recommend the small-cap
growth segment that by then had fallen out of favor
resulted in their picks underperforming their pans
during this period.

Table 1. Annualized Market-Adjusted Returns
to Portfolios Formed on the Basis of

Consensus Analyst
Recommendations, 1986-2001

-O.~/o

6.3

-1.1

-0.9

8.5
15.5

3.6

2.1

0.2
2.7
5.3

-5.2

-2.5

19.6

-7.1

-7.0

Data and Research Design
The source of the analyst recommendations used in
this study is First Call Corporation, which obtains
its data from hundreds of brokerage houses. Two
types of recommendations are recorded in the First
Call database-real time and batch. Real-time
recommendations come from live feeds and pro-
vide the date and time when the report was pub-
lished. (The majority of recommendations received
by First Call are now real-time recommendations.)
Batch reports are generated from a weekly batch file
sent by the brokerage houses. For these recommen-
dations, the precise date of publication is unknown.
To ensure the accuracy of the dates used to measure

In additional analyses, we found that these
poor returns were in evidence for most months of
2000 and 2001. They were more pronounced for
technology companies (the strongest segment of
the market leading into 2000) than for nontechnol-
ogy companies. Perhaps most surprising is that the
least favored tech stocks actually rose in the 2000-
01 period, at a time when the sector as a whole was
suffering sharp declines. (This last finding should
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inveshnent returns, we included only real-time rec-
ommendations in our analysis.

Each database record contains the name of the
company covered, the brokerage house issuing the
report, and a rating between 1 and 5. A rating of 1
reflects a strong buy recommendation; 2, a buy; 3,
a hold; 4, a sell; and 5, a strong sell. This five-point
scale is commonly used by analysts. If an analyst
uses a different scale, FiIst Call converts the ana-
lyst's rating to its five-point scale. The recommen-
dations used in this study encompass the period
from January 1996 (the First Call database has few
real-time recommendations before that time)
through December 2001.

Table 2 provides descriptive statistics for the
First Call database.5 For the entire 1996-2001
period, the database recorded more than 228,000
real-time recommendations made by 353 broker-
age houses covering 9,941 distinct companies.6 The
annual number of real-time recommendations,
number of covered companies, and number of bro-
kerage companies contributing recommenda-
tions-all increased during this period (although
the number of covered companies dropped off in
2001).7 Analysts became more positive during 1999
and 2000, as reflected in the decreasing average
analyst rating, the increasing fraction of buy or
strong buy recommendations, and the decreasing
fraction of sell or strong sell recommendations.
Analysts were clearly reluctant to issue sell recom-
mendations during 1999-2000. This trend reversed
somewhat in 2001. Whether the decrease in analyst
optimism was partly a result of the weak stock
market or of increased regulatory scrutiny of ana-
lysts' activity (or both) is an open question.

To determine whether more highly recom-
mended stocks earned greater returns than less
favorably recommended ones, we constructed

calendar-time portfolios based on the consensus
rating of each covered company.8 The consensus
rating, Ai,,-l, for company i on date 't -1 was
found by taking the simple average of the individ-
ual outstanding recommendations on that day
(prior to the 4:00 p.m. Eastern time market close).
Using these average ratings, we placed each cov-
ered company into one of five portfolios as of the
close of trading on date 't -1 as follows:
.Portfolio 1: 1 ~ Ai,,-l ~ 1.5 (the most highly

recommended stocks);

.Portfolio 2: 1.5 < Ai,,-l ~ 2;

.Portfolio 3: 2 < Ai,,-l ~ 2.5;

.Portfolio 4: 2.5 < Ai,,-l ~ 3;

.Portfolio 5: Ai, ,-1 > 3 (the least favored stocks).
After determining the composition of each

portfolio, p, as of the close of trading on date 't -1,
we calculated the portfolio's value-weighted re-
turn on date 't, denoted by Rp,.9 For each month, t,
in our sample period, the daily return was com-
pounded to yield a monthly return, Rpt. We then
calculated monthly market-adjusted returns for
each of our constructed portfolios by subtracting
the month t return on the CRSP NYSE/ Amex/
Nasdaq value-weighted market index from the
portfolio's monthly return.

By rebalancing the five portfolios only at the
close of trading each day, we explicitly excluded
from our monthly market-adjusted return calcula-
tions the first-day return to analysts' recommenda-
tions. Because investors are generally unable to act
on analysts' recommendations before they are
made public, this procedure captures the return
investors would actually be able to earn on the
recommendations. Later in the next section, we
examine the effect on our results of including these
first-day returns.

22,409
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43,248
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Reassessing the Returns to Analysts' Stock Recommendations

Portfolio Returns
The monthly average market-adjusted returns to
each of our five portfolios are presented in Table 3.
For the 1996-2001 sample period as a whole, no
pattern is discernible from the highest-rated stocks
(Portfolio 1) to the middle-ranked stocks (Portfolio
3). Moreover, although the average return on Port-
folio 1 exceeded that of Portfolio 5, the difference is
not reliably greater than zero. On the one hand,
these results are in contrast to those of BLMT for
the 1986-96 period; BLMT found a strictly mono-
tonic decrease in mean market-adjusted returns
from the more highly to the less highly recom-
mended stocks. On the other hand, BLMT found a
monthly return spread between the highest-rated
stocks and the lowest-rated ones of 1.02 pps-
almost identical to that for the 1996-2001 period.l0

The market-adjusted return pattern for 1996-
1999 provides strong evidence of analyst ability
during this subperiod. Similar to the BLMT find-
ings, a strictly monotonic decrease occurs in
market-adjusted returns from Portfolio 1 to Portfo-
lio 5. Furthermore, in each of the individual years
but one (1998), either Portfolio lor Portfolio 2 had
the highest market-adjusted return whereas Port-

folio 5 had the lowest (although most returns were
generally insignificantly different from zero).
Additionally, for 1996-1999, the average difference
between the extreme portfolios was a significant
2.35 pps a month.

In contrast, the market-adjusted returns for the
2000-01 period increase monotonically from Portfo-
lio 1 to Portfolio 5. The difference between the
returns of the highest-rated and lowest-rated
stocks, although not reliably greater than zero, is an
economically large -1.69 pps a month. Sell-side
analysts' stock recommendations clearly per-
formed extremely poorly in 2000-2001.

The poor performance of analysts' stock rec-
ommendations in 2000-2001 was not restricted to
only a few months during those years or to only
periods in which the market was declining; it was
widespread. As reported in Table 4, for seven
months in 2000 and eight months in 2001, the least
favorably rated stocks had higher market-adjusted
returns than the most highly recommended stocks.
These included four months during which the mar-
ket, as measured by the CRSP value-weighted
index, rose. The largest monthly difference was
21.64 pps in November 2000.

Table 3. Monthly Average Market-Adjusted Returns to Portfolios Formed on the Basis of Analyst

Recommendations, 1996-2001
(t-statistics in parentheses)

Percentage Monthly Average Market-Adjusted Return

By YearBy Period

-0.43

(-0.29)
-0.33

(-1.04)
1.14

(0.87)
1.22

(0.81)

-0.57

(-1.00)
-0.26

(-0.72)
0.16

(0.31)
0.99

(1.32)

0.38

(1.18)
0.22

(1.19)
-0.53

(-2.96)'
-0.04

(-0.11)

-0.32

(-0.92)
0.17

(0.73)
0.12

(0.62)
-0.13

(-0.28)

-0.05

(-0.08)
0.19

(0.57)
0.21

(0.74)
-0.83

(-1.09)

1.32

(1.57)

0.46

(1.40)
-0.79

(-1.79)

-1.05

(-0.88)

0.06

(0.17)

0.08

(0.61)

0.05

(0.21)

0.03

(0.07)

0.33

(1.16)
0.26

(1.93)
-0.25

(-1.58)
-0.51

(-1.36)

-0.50

(-0.63)
-0.29

(-1.25)
0.65

(0.94)
1.10

(1.33)

1,108

1,482P2

965P3

P4 652

PS (least
favorable)

0.78

(0.58)
-1.73

(-2.02).
-3.36

(-2.55)-
1.59

(0.66)

-1.38

(-1.80)
-1.58

(-2.22)"
-2.01

(-4.27).
1.18

(0.87)

60 -0.95

(-1.65)
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Table 4. Monthly Market-Adjusted Returns to
Portfolios in 2000 and 2001

Table 5. Monthly Market-Adjusted Returns to

Technology and Nontechnology

Portfolios, 2000-01

(t-statistics in parentheses)

2.22%
11.23
-5.12

-1.78

-4.23

3.43
-0.44

5.23
-0.29

-3.64

-7.17

-4.61

4.37%

10.14
-4.37

-8.67

7.73

-10.31

-2.51

-6.94

5.00
11.48
14.47

-1.27

-2.15 pps

1.09
-0.75

6.89

-11.96

13.74
2.06

12.17

-5.29

-15.12

-21.64

-3.34

P2

P3

P4

PS (least favored)

Difference: PI -P5 -0.81 pps

(-0.55)
-2.02 pps

(-0.50)
B. 2001

January
February
March

April
May
June
July
August
September
October
November
December

0.79%
-2.62

-2.15

3.35
0.51
0.86

-3.41

-1.24

-3.03

-Q.09

-Q.48

0.63

0.%%

7.37

5.74

-3.18

-4.41

4.54

-{J.45

6.67

-2.87

-6.44

-1.62

3.02

-0.16 pps

-9.99

-7.88

6.53
4.92

-3.68

-2.95

-7.91

-0.16

6.35
1.14

-2.39

stocks in Portfolio 5 for each set of companies (a
daily average of 8 for the technology stocks and 52
for the nontechnology stocks) and given that nei-
ther return difference was significantly different
from zero, these findings must be interpreted with
some caution.12

That analysts' poor performance was present
as early as January 2000 greatly diminishes the
possibility that it can be attributed to the imposition
of Regulation FD (Fair Disclosure) prohibiting
companies from revealing material nonpublic
information to analysts. Regulation FD was not
imposed until October 2000. Even if Regulation FD
reduced the value of analyst recommendations
overall, there is no reason to expect that the buy
recommendations would do worse than the sell rec-
ommendations.

Adding First-Day Returns. As mentioned,
the results presented thus far excluded the first-day
returns to analysts' stock recommendations, under
the presumption that investors generally cannot act
on the recommendations before they are made pub-
lic. It could be argued, however, that the return on
the first day is part of the overall return to these
recommendations and should be included when
analysts are judged. In addition, some large clients
might receive advance knowledge of analysts' rec-
ommendations and be able to earn the first-day
returns. Thus, we repeated our analysis to include
the first-day returns.

For the full 1996-2001 period, untabulated
results show a monotonic decline in market-
adjusted returns from the most highly favored to
the least favored stocks. The difference between the
returns on Portfolios 1 and 5 increased to nearly 2
pps a month and was now significantly different
from zero. For the years 1996-1999, there continued
to be a strictly monotonic decrease in returns from
Portfolio 1 to Portfolio 5, with the difference
between the returns on these two portfolios
increasing to a reliably positive 3.24 pps a month.
The poor 2000-01 returns were also similar in
nature to those already presented. The market-
adjusted return no longer strictly monotonically
increased from the highest-rated to the lowest-
rated stocks, but the difference between the returns

Tech vs. Nontech. We further divided the
sample stocks into tech and nontech companies and
calculated market-adjusted returns during 2000-
2001 for each subsample}l The results are pre-
sented in Table 5. Similar to the sample as a whole,
the highest-rated tech stocks underperformed the
lowest-rated tech stocks; the same holds for the
nontech stocks. The magnitude of the return differ-
ence, however, was larger for the tech stocks, which
was the market sector that experienced the largest
price run-up in 1999 and early 2000 and a steep
decline thereafter. But given the small number of
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on the two extreme portfolios remained negative,
although not reliably so.

Abnormal Returns. To gain insight into
possible causes for the sharp decline in the value of
analyst recommendations, we extended our
analysis by calculating the average abnormal
return for each portfolio after controlling for the
return expected on the portfolio given the beta,
size, BV /MV, and price momentum of each of its
component stocks. We estimated the monthly aver-
age abnormal return as the intercept from the fol-
lowing monthly time-series regression (a four-
factor model):

RP pt = ~ + fJpRPMt + spSMBt + hpHMLt

+ wpWMLt+ Spt'

smaller (larger) companies. A value of hp greater
(less) than 0 indicates a tilt toward stocks with a
higher (lower) BV /MV, which are conventionally
thought of as value (growth) stocks. Finally, a value
of wp greater (less) than 0 signifies a portfolio com-
posed of, on average, stocks that have performed
well (poorly) in the recent past.

The results of running these regressions on
Portfolios 1 and 5 are presented in Table 6. For the
1996-99 period (Panel A), the average betas of both
portfolios (the coefficient on RPM) are close to 1.0,
the positive coefficients on 5MB indicate that both
portfolios were tilted toward small-cap stocks, the
negative coefficient on HML for Portfolio 1 reveals
a tendency of analysts to recommend growth stocks
during this period, and the positive coefficient for
Portfolio 5 reveals a tendency to pan value stocks.
The positive intercept for Portfolio 1 indicates that
the analysts' most highly recommended stocks
earned positive (although insignificant) abnormal
returns, after controlling for the return expected on
each stock, given its beta, size, BV /MV, and price
momentum. The negative and significant intercept
for Portfolio 5 implies that these stocks earned reli-
ably negative abnormal returns. Consistent with
the findings for the market-adjusted returns, these
test results in Panel A show that the most highly
recommended stocks significantly outperformed
the least favored ones during 1996-1999.

The results are similar, albeit less pronounced,
for the 2000-01 period. Again, the most favorably
recommended stocks tended to be small-cap
growth stocks and the least favored were more
likely to be small-cap value stocks. Additionally,
consistent with BLMT and the 1996-99 findings, the
abnormal return on Portfolio 1 was positive
whereas that on Portfolio 5 was negative (although
neither return is reliably different from zero). The
difference between these two returns is economi-
cally large (three-quarters of a percentage point a
month) but is also not reliably different from zero.

These findings, taken together with the
market-adjusted return results, suggest that a pos-
sible explanation for analysts' poor performance
during 2000-2001 was their continued tendency to
recommend small-cap growth stocks and spurn
small-cap value stocks. That behavior paid off well
during the 1996-99 period, when the Russell 2000
Growth Index rose 180 percent and the Russell 2000
Value Index rose only 80 percent, butfailed miser-
ably during 2000-2001, when the growth index fell
55 percent and the value index dropped only 18
percent. IS Although analysts' recommendations

slightly outperformed the average small-cap
growth stock and their pans underperformed the
average small-cap value stock, the fact that value

where
RP pt = excess return on portfolio p during

month t (defined as the value-
weighted return on portfolio p in
month t less the risk-free rate that

month)
RPMt = marketriskpremium;excessreturnon

the market during month t (defined as
the return on the CRSP NYSE/ Amex/
Nasdaq value-weighted market index
in month t less the corresponding risk-
free rate)

5MBt = difference between the month t re-
turns of a value-weighted portfolio of
small-cap stocks and one of large-cap
(big-cap) stocks

HMLt = difference between the month t re-
turns of a value-weighted portfolio of
high-BY /MV stocks and one of low-
BV /MV stocks13

WMLt = difference between the month t re-
turns of an equally weighted portfolio
of past stock market winners and a
portfolio of past losers;14 that is, past
stock market winners (losers) were de-
fined as those companies with the
highest (lowest) 30 percent return over
the 11 months through month t -2

Ept = regression error term
In addition to providing an estimate of the

monthly abnormal return on portfolio p, C1.p' this
regression yielded the coefficient estimates I3p' Sp'
hp' and wp' These estimates provide insights into
the nature of the companies in each portfolio. A
value of I3p greater (less) than 1.0 means that the
companies in portfolio p were, on average, riskier
(less risky) than the market. A value of sp greater
(less) than 0 signifies a portfolio tilted toward
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Table 6. Coefficient Estimates for the Four-Factor Model: Portfolios 1 and 5
(t-statistics in parentheses)

Portfolio Intercept RPM 5MB HML WML
A. Results for 1996-99

1 (most favored) 0.06 1.08 0.15 ..{).23 0.06

(0.24) (1.23) (2.10). (-2.42). (1.07)
-1.50 0.95 0.26 0.49 ..{).06

(-3.27). ("{).46) (1.95) (2.80). (-0.63)
1.55 0.13 -0.11 ..{).72 0.12

(2.85). (0.94) (-0.70) (-3.41). (1.01)

5 (least favored)

Difference: PI -PS

B. Results for 200O--{JI

1 (most favored) 0.02

(0.03)
-0.74

-(0.51)
0.76

(0.48)

1.11

(0.90)
0.50

(1.69)
0.61

(1.86)

0.21

(1.89)
0.47

(1.74)
-Q.27

(-Q.90)

-0.24

(-1.59)
0.42

(1.13)
-0.66

(-1.61)

0.03

(0.92)
-0.04

(-0.47)
0.08

(0.77)

5 (least favored)

Difference: PI -P5

Note: Each t-statistic pertains to the null hypothesis that the associated coefficient is 0, except for the t.
statistics on the coefficient estimate for RPM, for which the null hypothesis is that the coefficient is 1.0.

*Significant at the 10 percent level or better.

dramatically beat growth during this period
resulted in the highest-rated stocks trailing the
lowest-rated ones.

A question that cannot be answered by this
analysis is whether the reluctance of analysts to
turn away from small-cap growth stocks stemmed
from a desire to attract and retain these potentially
more lucrative investment banking clients or from
a failure to appreciate the extent to which small-cap
growth stocks fell out of favor during 2000-2001.

Conclusions
We analyzed the returns to analysts' stock recom-
mendations for the 1996-2001 period-a time of
increasing doubt as to the value of these recommen-
dations. We showed that the more highly recom-
mended stocks earned greater market-adjusted
returns during the 1996-99 period than did the less
highly favored stocks. We also showed that the
opposite was true for 2000 and 2001. The poor
returns of the most favored stocks prevailed during
most months of 2000 and 2001, while the market
was rising and while it was falling, and character-
ized both tech and nontech stocks. We found evi-
dence consistent with the possibility that this
reversal was a result of analysts' reluctance to turn
away from small-cap growth stocks during this

period, a time when such stocks significantly
underperformed the market.

Even with their poor performance in 2000-
2001, for the longer (16-year) 1986-2001 period, the
most highly recommended stocks still generated
significantly greater average annual market-
adjusted returns than did those least favored (2.44
percent as compared with -9.94 percent). These
relative returns reflect favorably on the long-term
value of analyst recommendations, as long as the
200G-{)1 results are simply an aberration that is
unlikely to be repeated. If, however, this recent
performance reflects an inability or reluctance on
the part of analysts to adapt to changing market
conditions (such as might be the case if analysts
continue to favor small-cap growth firms over
small-cap value firms because of their potentially
greater investment banking business), then analyst
performance for the whole period will not be a
reliable predictor of future returns to analyst picks.
Only time will tell.

These results should help inform the debate
over the usefulness of analyst stock recommenda-
tions. Additionally, our results should alert
researchers to the possibility that excluding the
years 2000-2001 from their sample periods could
have a significant impact on any conclusions they
draw regarding analyst stock recommendations.
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Reassessing the Returns to Analysts' Stock Recommendations

Notes

1. See "'Incredible Buys'" (1995), "The Fall of the Net Analyst"
(2000), "Tech's Cheerleader Won't Say Die" (2001), and
"Requiem for an Honorable Profession" (2002). The effect
of investment banking relationships on analysts' stock rec-
ommendations has been shidied empirically by Dugar and
Nathan (1995), Linand McNichols (1998), and Michaely and
Womack (1999).

2. Other papers examining the investment performance of
analyst stock recommendations are Barber and Loeffler
(1993), Bidwell (1977), Diefenbach (1972), Dimson and
Marsh (1984), Groth, Lewellen, Schlarbaum, and Lease
(1979), Stickel (1995), and Womack (1996). Copeland and
Mayers (1982) studied the investment performance of the
Value Line Investlnent Survey, and Desai and Jain (1995)
analyzed the return from following Barron's annual round-
table recommendations.

3. For this comparison, we used the (untabulated) market-
adjusted returns from BLMT for the years 1986-1995
together with the market-adjusted returns calculated here
for 1996-2001.

4. In the 1996-99 period, the Russell 2000 Value Index, for
example, lagged the Russell 2000 Growth Index by about
100 pps. In the 20()(H)1 period, the value index beat the
growth index by about 37 pps.

5. The descriptive statistics presented here for the years 1996-
2000 differ somewhat from those reported in a previous
version of our paper because of changes recently made by
First Call in the compilation of data.

6. These totals exclude recommendations for companies with-
out CUSIP numbers in the First Call database (a necessary
input to obtain return data).

7. The reduction in number of covered companies in 2001
probably stems, in part, from a 9 percent decrease in the
combined number of companies listed on the NYSE, Amex,
and Nasdaq that year. It is also consistent with that year's
steep market decline and evidence in McNichols and

O'Brien (1997) that analysts tend to drop coverage of com-
panies that they expect to do poorly (rather than retain them
and issue negative comments).

8. The research design for our analysis closely followed that
of BLMT; it is described only in brief here.

9. The value-weighted return for portfolio p on date "& was
calculated by multiplying the date "& return of each compo-
nent stock by the stock's share of the total portfolio market
value as of the close of trading on date "& -1. The daily
security returns were value weighted rather than equally
weighted because an equal weighting (and the implicit
assumption of daily rebalancing) leads to portfolio returns
that are severely overstated. (For more details, see Barber
and Lyon 1997, Blume and Stambaugh 1983, Canina,
Michaely, Thaler, and Womack 1998, and Lyon, Barber, and
Tsai 1999.) A value weighting also better captures the eco-
nomic significance of our results because the returns of the
larger companies are more heavily represented in the
aggregate return than are those of the smaller companies.

10. The lack of statistical significance for the years 1996-2001 is
likely a consequence of there being fewer observations
during this shorter time period.

11. We used the industry classifications provided by I/B/E/S
mternational to divide the sample.

12. Further analysis of the composition of Portfolio 5 revealed
that the subsample results were not driven by only a few
companies with large positive returns.

13. Construction of size and BV /MV portfolios is discussed in
detail in Fama and French (1993). We thank Kenneth French
for providing us with these data.

14. This measure of price momentum was used by, among
others, Carhart (1997).

15. By touting small-cap growth companies, analysts may have
actually helped fuel the sharp increase in these companies'
stock prices in the late 19905.

References

Copeland, T., and D. Mayers. 1982. "The Value Line Enigma
(1%5-1978): A Case Study of Performance Evaluation Issues."
Journal of Financial Economics, vol. 10, no. 3 (November):289-322.

Desai, H., and P. Jain. 1995. "An Analysis of the Recommend-
ations of the 'Superstar' Money Managers at Barron's Annual
Roundtable." Journal of Finance, vol. 50, no. 4 (September):1257-
73.

Diefenbach, R. 1972. "How Good Is Institutional Brokerage
Research?" Financial Analysts Journal, vol. 28, no. 1 (January /

February):54-60.
Dimson, E., and P. Marsh. 1984. "An Analysis of Brokers' and
Analysts' Unpublished Forecasts of U.K. Stock Returns." Journal
of Finance, vol. 39, no. 4 (December):1257-92.

Dugar, A., and S. Nathan. 1995. "The Effect of Investment
Banking Relationships on Financial Analysts' Earnings
Forecasts and Investment Recommendations." Contemporary
Accounting Research, vol. 12, no. 1 (FaIl):131-160.

"The Fall of the Net Analyst." 2000. BusinessWeek(ll December):
108-110.

Fama, E., and K. French. 1993. "Common Risk Factors in the
Return on Bonds and Stocks." Journal of Financial Economics, vol.
33, no. 1 (February):3-53.

Barber, B., and D. Loeffler. 1993. "The 'Dartboard' Column:
Second-Hand Information and Price Pressure." Journal of
Financial and Quantitative Analysis, vol. 28, no. 2 (June):273-284.

Barber, B., and J. Lyon. 1997. "Detecting Long-Run Abnormal
Stock Returns: The Empirical Power and Specification of Test
Statistics." Journal of Financial Economics, vol. 43, no. 3

(March):341-372.

Barber, B., R. Lehavy, M. McNichols, and B. Trueman. 2001.
"Can Investors Profit from the Prophets? Consensus Analyst
Recommendations and Stock Returns." Journal of Finance, vol.
56, no. 2 (April):531-563.

Bidwell, C. 1977. "How Good Is Institutional Brokerage
Research?" Journal of Portfolio Management, vol. 3, no. 2:26-31.

Blume, M., and R. Stambaugh. 1983. "Biases in Computed
Returns: An Application to the Size Effect." Journal of Financial
Economics, vol. 12, no. 3 (October):387-404.

Canina, L., R. Michaely, R. Thaler, and K. Womack. 1998.
"Caveat Compounder: A Warning about Using the Daily CRSP
Equal-Weighted Index to Compute Long-Run Excess Returns."
Journal of Finance, vol. 53, no. 1 (February):403-416.

Carhart, M. 1997. "On Persistence in Mutual Fund
Performance." Journal of Finance, vol. 52, no. 1 (March):57-82.

95March/April 2003

jilchisp
PUB-67 NLHPage 9 of 10



Financial Analysts Journal

Michaely, M., and K. Womack. 1999. "Conflict of Interest and
the Credibility of Underwriter Analyst RecoIIUnendations."
Review of Financial Studies, vol. 12, no. 4 (October):653-686.

"Requiem for an Honorable Profession." 2002. New York Times
(5 May):Money and Business section, pp. 1, 16-17.

Stickel, S. 1995. "The Anatomy of the Performance of Buy and
Sell RecoIIUnendations." Financial Analysts Journal, vol. 51, no. 5
(September / October ):25-39.

"Tech's Cheerleader Won't Say Die." 2001. BusinessWeek (30

April):90-91.
Womack, K. 1996. "Do Brokerage Analysts' RecoIIUnendations
Have Investment Value?" Journal of Finance, vol. 51, no. 1

(March):137-167.

Groth, J., W. Lewellen, G. SchIarbaum, and R. Lease. 1979. "An
Analysis of Brokerage House Securities Recommendations."
Financial Analysts Journal, vol. 35, no. 1 (January /February):32-40.

"'Incredible Buys': Many Companies Press Analysts to Steer

Clear of Negative Ratings." 1995. Wall Street Journal (19 July):A1.

Lin, H., and M. McNichols. 1998. "Underwriting Relationships,
Analysts' Earnings Forecasts and Investment Recom-
mendations." Journal of Accounting and Economics, vol. 25, no. 1

(February):l-34.

Lyon, J., B. Barber, and C. Tsai. 1999. "Improved Methods for

Tests of Long-Run Abnormal Stock Returns." Journal of Finance,

vol. 54, no. 1 (February):165-201.

McNichols, M., and P. O'Brien, 1997. "Self-Selection and Analyst
Coverage." Journal of Accounting Research, vol. 35

(Supplement):167-199.

@2003, AIMR@
96

jilchisp
PUB-67 NLHPage 10 of 10




