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Abstract. Brokerage houses usually organize their research activities by country or economic
sector. We evaluate which research structure provides most value to investors. To do so, we study the
relative information content of recommendations issued by country-specialized analysts and sector-
specialized analysts. Our findings show that the former issue more valuable recommendations. The
strength of country-specific commonalities and institutional factors explain at least part of the better
performance of country-specialized financial analysts. Although analysts’ geographic location has
been shown in the literature to be a significant determinant of earnings forecast accuracy, its relevance
is more subtle when it comes to stock recommendations.
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1. Introduction

Brokerage houses usually organize their research activities by country or economic
sector. The units of production are financial analysts who dedicate their time and
effort to issuing earnings forecasts and recommendations for the set of firms they
follow. There are probably different forces that shape how analysts’ research is
structured such as commonalities across firms, the information environment, cus-
tomer needs, and cost considerations. No matter what drives analyst specialization,
large amounts of money are invested every day on the basis of analysts’ recom-
mendations. This makes it important to understand which organizational structure
gives investors most value.
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The information environment and the existence of commonalities across firms
are significant determinants of the structure and quality of financial research.!
The quality of analysts’ recommendations is influenced by the availability and
quality of information and by the models they use to interpret this information.
In addition, information complementarities can facilitate the process of analyzing
firms and contribute to a better understanding of firms’ economics. They provide
a rationale for why analysts tend to specialize and choose portfolios of firms that
share certain commonalities. According to Kini et al. (2009), analysts tend to cover
single-country portfolios in countries where national influences are strong, and
specialize in firms that belong to a single economic sector in industries where
common economic forces are prominent. As they argue, this is “consistent with the
objective of taking advantage of economies of scale in information acquisition and
production to produce high-quality research.”

Alternatively, the organization of financial research may be driven by customer
needs or by the way fund managers structure their investment process and not by the
possibility of exploiting economies of scale. Investors who believe that financial
markets are segmented try to profit from international diversification. They mostly
need country-specific research. For instance, they are willing to know the future top-
performing firms within each country. Investors who, on the contrary, are convinced
that financial markets are highly integrated rely on sector diversification. For that
reason, they tend to value global sector-based approaches. Sector-by-sector analysis
is then more appropriate to the specific needs of these fund managers.

The forces and constraints that shape how financial research is organized may
affect brokerage houses in different ways. In this paper, we evaluate which research
structure provides most value to investors. To this end, we explore whether stock
recommendations issued by country-specialized analysts contain more information
than recommendations issued by sector-specialized analysts, or vice versa.> We
focus on financial research performed on European equities, for which both country-
based research and sector-based research exist.

Our findings show that stock recommendations issued by country specialists
contain more information than those released by sector specialists. When the

! Berger et al. (2005); Petersen and Rajan (2002); and Stein (2002) focus on the importance of the
information environment in the organization of financial intermediaries.

2 From now on, we interchangeably call country-specialized analysts “country specialists” and sector-
specialized analysts “sector specialists”.

3 Financial research on U.S. equities is mostly organized along sector lines and for Asian equities
country-based research is most preferred. See Reuters Institutional Investor Survey, Institutional
Investor Research Group (2002), also mentioned in Kini et al., 2009. To the contrary, research on
European firms, even though biased towards country-based structures, is performed by both country
and sector specialists. Approximately 30% (70%) of the 6587 analysts considered in our sample are
sector (country) specialists.
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recommendation is released, the stock price reaction is stronger for recommen-
dations issued by country specialists. Furthermore, country specialists provide ad-
ditional information that is slowly incorporated into prices, with a drift lasting up to
20 trading days. Conversely, there is no drift after recommendations issued by sector
specialists. We interpret this delayed price reactions for country specialists as evi-
dence of greater information content since, for a given firm, the post-announcement
price response is related to the type of analyst.

We further explore whether our findings are due to a geographic advantage.
Country specialists are on average based closer to the firms they follow and may
therefore have better access to private information. In addition to being physically
proximate, they are also generally located within the same country as the firms
they follow, thus increasing cultural and institutional proximity. While we find
weak evidence that physical proximity matters, our results indicate that location
(which captures other dimensions of proximity) may still play a role in explaining
the comparative advantage of country specialists. Specifically, we show that distant
country specialists outperform distant sector specialists and they do not do worse
than proximate country specialists. Also in some specifications, we find that prox-
imate/local sector specialists do not do as well as country specialists but they do
slightly better than distant/foreign sector specialists.

Next we explore whether our findings stem from information complementarities
and economies of scale in gathering and processing information. More specifically,
we evaluate different sources that could explain the informational advantage of
country specialists, such as country factors, governance regimes and financial dis-
closure environments. Commonalities across firms may stem from a shared country
of domicile. Firms within a country share the same reporting and governance sys-
tems and are subject to similar economic forces. High-quality institutional structures
(i.e. high-quality disclosure and good governance) have a positive impact on the
information environment and may require less country-specific knowledge. More-
over, with a better information environment, the role of geographic and cultural
proximity may be less important. For these reasons, we explore whether the infor-
mation advantage of country specialists is stronger in countries with lower-quality
institutional structures. Our results suggest that the disclosure environment and mi-
nority investor legal protection partly explain the advantage of country specialists.

We then investigate whether country specialists draw their comparative ad-
vantage from recommendations issued for firms headquartered in countries with
strong common economic forces. Results show that part of the additional infor-
mation conveyed by country specialists’ stock recommendations can be explained
by this factor. Country-specific variables therefore appear to be important determi-
nants. Sector specialists, who may need to summarize these variables when valuing
firms from different locations, are at a disadvantage, as they may lose valuable
information.
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This paper is most closely related to Sonney (2009). Both conclude that coun-
try specialists outperform sector specialists. However, there are some important
differences. First, in contrast with Sonney (2009), we focus on analyst recommen-
dations rather than on earnings forecasts. With this choice, we add to the literature on
the value of stock recommendations that mostly concentrates on U.S. firms by show-
ing that stock recommendations are valuable also for firms outside the United States.
Furthermore, we document that the value largely depends on how analysts organize
their research activities. Second, we find that proximity might be responsible for the
superior performance of country specialists when issuing stock recommendations,
but to a lower extent than that by which it explains the greater earnings forecast accu-
racy of country specialists in Sonney (2009). In general, the literature on proximity
and accuracy focuses on one-year-ahead earnings forecasts. When it comes to stock
recommendations, short term earnings forecasts are just one of various inputs that
take part in the valuation process. While short-term earnings forecasts may indeed
benefit from informational advantages that result from geographical proximity, the
forecast of other inputs may not. Instead, a good forecast of inputs such as long-
term earnings, long-term growth, risk, etc., may depend more, for example, on the
knowledge of country specificities. As such, when issuing stock recommendations
proximity may become relatively less important than other sources of information
advantage.

Even though we perform a battery of tests to check the robustness of our
results, we are aware of potential limitations of this study. Some of the variables
considered as potential explanations for the differences in the relative informa-
tion content of recommendations issued by country and sector specialists are quite
highly correlated. This makes it a hard task to disentangle the individual effect.
For instance, countries with low accounting standards are also likely to provide
low shareholder protection. They are also likely to be the smallest national markets
in the sample. Therefore, our tests should not be viewed as an unequivocal ex-
planation of the comparative advantage of country specialists. Instead, our results
are more likely to indicate under which conditions country specialists bring more
information than do their sector peers. All of these conditions may not be mutually
exclusive.

The paper is organized as follows. Section 2 presents a brief review of the ex-
tant literature on the value of stock recommendations. In Section 3, we discuss
the objectives and constraints that shape brokerage houses’ organization of re-
search on European equities. Section 4 introduces the data and the methodology. In
Section 5, we focus on financial analysts. We analyze their portfolio characteristics,
how they tend to specialize, and whether there is an informational advantage linked
to specialization. Section 6 is devoted to explanations of the comparative advan-
tage that country specialists seem to have over sector specialists. We conclude in
Section 7.
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2. The Value of Stock Recommendations and Its Determinants

Stock recommendations constitute a final output of analyst research and reflect
analysts’ overall opinion on the value of stocks in relation to their market price.
Elton et al. (1986) highlight the unequivocal piece of information constituted by
analyst recommendations. They write: “Stock recommendations clearly and unam-
biguously indicate whether financial analysts consider any given security as under-
or over-valued.” In contrast, earnings forecasts represent an intermediate number
contributing to stock recommendations. As Schipper (1991) emphasizes, analysts’
earnings forecasts are just one ingredient used to evaluate the investment potential
of a stock. Thus, stock recommendations may incorporate further country- and
sector-specific analysis and judgments beyond what is included in one-year-ahead
earnings forecasts. For that, we focus on analysts’ stock recommendations.*
Various studies show that analysts’ recommendations convey valuable informa-
tion to investors. Womack (1996); Francis and Soffer (1997); Ivkovic and Jegadeesh
(2004); and Asquith et al. (2005), among others, document a positive relationship
between recommendation upgrades and downgrades and stock prices. Those studies
show that significant price reactions occur both when recommendations are released
and in the months after. Womack (1996) finds that the drift appears to last up to six
months after recommendation downgrades, whereas it is shorter-lived when stocks
are upgraded. All of these studies focus on recommendations issued on U.S. equi-
ties. A notable exception is Jegadeesh and Kim (2006), who extend the investigation
to the G7 countries. They report that, although abnormal returns are highest in the
United States, recommendation changes significantly affect prices in all G7 coun-
tries. They also find that prices continue to drift in the direction of the recommen-
dation change over the following two to six months in all of the countries. Beyond
that, there is limited evidence on the value of stock recommendations in Europe.
Despite the importance that both academics and practitioners attach to the in-
formation content of stock recommendations, there is limited evidence on what
factors determine the value of those recommendations. Stickel (1995) is among
the few authors who analyze the short- and long-term price performance of an-
alysts’ recommendations and identifies some contributing factors. He shows that
the stock price reaction is positively related to the strength of the recommenda-
tion, the size of the brokerage house issuing the recommendation, and the analyst’s
reputation, and is negatively related to the size of the firm. Asquith et al. (2005)
report a similar result and show that the price reaction around the release of rec-
ommendations is negatively related to the number of analysts following the firm.
Ivkovic and Jegadeesh (2004) show that the stock price reaction is weaker when

4 See also, e.g., Asquith et al. (2005). They explore additional information pieces contained in
financial analysts’ reports, such as target price revisions, and the strength of the quantitative and
qualitative arguments.
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recommendations are released immediately after earnings announcement dates.
They conclude that financial analysts add more value by gathering information than
by interpreting it. Boni and Womack (2006) support this view, as they show that
price reactions to analyst recommendations generally increase with time from the
last scheduled earnings announcement. The results of Loh and Mian (2006) are
consistent with the notion that the value of analysts’ recommendations is founded
in economic rationale and not on other ad hoc firm characteristics.> The common
theme of the studies cited above is that stock recommendations are valuable because
analysts have superior information than the market as a result of their gathering and
interpreting skills.

Other studies focus on the analysis of the information content of earnings forecast.
These studies reveal additional variables that can explain the differential information
content of analysts’ output. Some of these variables are related to geographic
factors. In the context of European markets, Orpurt (2004) shows that financial
analysts located in the same country as the firms they follow issue on average
more accurate earnings forecasts than do analysts based abroad. Enlarging the
investigation to a sample of 32 countries, Bae et al. (2005) confirm this finding.
Malloy (2005) examines another geographic dimension: that of physical distance.
Building on the work by Coval and Moskowitz (2001) on fund managers, Malloy
(2005) computes the “fly of bird” distance between analysts and the firms they
cover. He reports that proximate analysts strongly outperform analysts located
farther away. Physical proximity, as well as being located within the same country
as the firms’ headquarters, may therefore also play an important role in the value
that analysts deliver to investors.

We further hypothesize that the composition of analysts’ portfolios and particu-
larly analysts’ specialization may be important in determining the relative level of
information contained in stock recommendations. In the next section, we discuss
potential explanations that could support this hypothesis.

3. The Organization of Research Departments: Country versus Sector
Specialization

The quality of analysts’ recommendations is influenced by the availability and
quality of information and by the models or skills used to process this information.
These are broadly the two sources of value in analysts’ recommendations. Ivkovic
and Jegadeesh (2004) show that the dominant source of analysts’ value lies in the
quality of information rather than in its interpretation.

> A confronting view is that offered by Jegadeesh et al. (2004), Cornell (2001), and Bradshaw
(2004) who argue that the market reaction to analysts’ recommendations is related to heuristic firm
characteristics rather than founded in economic analysis or stock picking ability.
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To exploit economies of scale in gathering information, Kini et al. (2005) show
that analysts tend to specialize and choose portfolios of firms that share certain
commonalities. Commonalities across firms may stem from sector- or country-
specific factors. If analysts think that the earnings and value of firms are largely
driven by common factors within an economic sector of activity, they may choose
to follow only companies within a sector. Similarly, country specialists will tend to
follow only firms located in the same country and for which national forces may
be the most significant driver of future earnings.

The organization of research may also be shaped by other forces and constraints.
Despite the predictions of Kini et al. (2005), when we look at analysts’ portfolios,
we find that firms are often followed by both country and sector specialists. That
is, there are sector specialists following firms that have important country-factor
commonalities and vice versa. It is probable that when choosing their portfolios,
analysts weigh forces and constraints beyond economies of scale in gathering and
interpreting information.

If some analysts’ portfolios benefit from the information environment more than
others do, it is plausible that the quality of analysts’ forecasts and the value they
deliver to investors differ. Actually, we expect that recommendations issued by an-
alysts whose portfolios benefit most from the existence of commonalities across
firms are those that are more informative about the true value of the firm. For
example, if the earnings of a given firm are driven largely by country economic
forces, we would expect country specialists to benefit from economies of scale
in using country-specific information and to issue superior forecasts and recom-
mendations. In fact, Sonney (2009) shows that country specialists issue on average
more accurate earnings forecasts, and finds that geographic proximity constitutes
a significant determinant of this superior performance. However, better accuracy
need not necessarily translate into more informative recommendations.® In our ex-
ample, sector specialists could be at a disadvantage in terms of economies of scale
in gathering and using information; however, they could benefit from using a valu-
ation model that captures well the economics of the sector that they follow. Indeed,
Demirakos et al. (2005) remark that analysts tailor their valuation methodology
to the industry in which the firms operate.” It is also possible that less accurate
earnings forecasts translate into more informative stock recommendations because
recommendations may include information in addition to that attached to forecasts.

¢ Loh and Mian (2006) document a positive association between the value of recommendations and
the quality of forecasts for U.S. equities. Relying on their findings, they argue that stock-picking ability
is founded on economic rationale and not on ad hoc firm-specific characteristics. See Jegadeesh et al.
(2004) and Bradshaw (2004).

7 The analysis of strategic issues and R&D projects is the critical part of the valuation process in the
pharmaceuticals industry, whereas brand strength, and innovative skills and competence in technology
are the center of attention respectively in the beverages and electronics industries.
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For example, analysts provide a justification for their recommendations, but not
for their forecasts. Also, focusing on recommendations allows us to evaluate
whether and how investors recognize the informational advantage that analysts may
have.

It is well documented that complexity affects the accuracy of analysts’ earnings
forecasts because processing limitations and shortages of time cause some informa-
tion to be excluded or simplified. Thus, it may well be that it also has implications
for the value of stock recommendations (see Plumlee 2003; Haw et al. 1994; Lang
and Lundholm 1996; Duru and Reeb 2002; Clement 1999; Malloy 2005; Clement
et al. 2003). An important source of complexity for country specialists lies in the
fact that they follow firms in different sectors. Therefore, there may be a limit to
the sector-specific information they can process. For sector analysts, complexity
arises from following firms from different countries. They need to obtain country-
specific information for each country represented in their portfolio. Before using
this information, they need to standardize it across firms. This standardization may
lead to a loss of information value that may be larger when country-specific factors
are more important. If country-specific information appears to be more important
than sector-specific information to assess the investment potential of a firm then
sector specialists may be at a disadvantage.

Several studies provide evidence that country factors are important. These studies
stress that there are still numerous divergences among national markets. Since the
mid-1990s and the work of Heston and Rouwenhorst (1994, 1995), much attention
has been devoted to the relative impact of industry and country factors on stock
returns. Heston and Rouwenhorst (1994, 1995), Beckers et al. (1996), and Griffin
and Karolyi (1998), among many others, conclude that country factors are more
important determinants of stock returns than are sector factors. More recently,
Cavaglia et al. (2000) and Baca et al. (2000) reveal a growing influence of industry
factors. Moreover, their results lead to the impression that sector factors may even
have become more important than country factors at the end of the 1990s. However,
as is apparent in the work of Adjaouté and Danthine (2003), the relative influence
of country and sector factors in stock returns appears to follow cycles. The Cavaglia
etal. (2000) and Baca et al. (2000) studies would very likely have returned the same
results if they had been carried out in the mid-1970s. Our reading of this literature
is that country-specific factors still exist and may even have strong impacts on
the earnings and stock prices of firms. Thus, these studies suggest that country
commonalities across firms are important; country specialists therefore, could have
an advantage over sector specialists.

Despite the overwhelming evidence that country-specific factors may still play
an important role, professional circles currently seem to favor a global-sector-based
approach. Focusing on international fund managers, Galati and Tsatsaronis (2003)
report the results of a survey conducted on behalf of Merrill Lynch that shows that in
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2000, 75 percent of surveyed fund managers indicated sector diversification as their
primary objective, with only 10 percent giving priority to the international diversi-
fication approach. If investor needs are important in shaping analysts’ portfolios,
investor’s preferences may tend to influence the structure of financial research.

4. Data and Experiment Design
4.1 DATA

The construction of our sample starts with all recommendations on European firms
issued during the period 1994-2003, regardless of the location of the analysts who
issued the recommendations. In 2003, the Market Abuse Directive (2003/6/EC) and
other directives (2003/124/EC and 2003/125/EC) were adopted in Europe. These
European directives became legally binding for member states in 2004 and had an
impact on financial analyst output and behavior (see, i.e., Dubois and Dumontier
(2008)). Thus, restricting our analysis to recommendations issued before 2004 al-
lows us to control for the potential effect that these new regulations could have had
on the information content that we study. We focus on the 15 major European mar-
kets, namely, Austria, Belgium, Denmark, Finland, France, Germany, Ireland, Italy,
the Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and the United
Kingdom. As we have already discussed, our choice to restrict the analysis to
European markets stems from the fact that the organization of financial research
departments along country or sector lines is mainly a European phenomenon. There-
fore, our focus on these markets provides us with a large cross-section of country-
and sector-specialized analysts.?

Financial analysts’ stock recommendations are extracted from the I/B/E/S Inter-
national and U.S. Recommendation History databases. The I/B/E/S Identification
File is also used to obtain the country of origin of each firm, as well as the industry
sector in which each firm operates. Eleven sectors are defined: finance, health care,
consumer nondurables, consumer services, consumer durables, energy, transporta-
tion, technology, basic industries, capital goods, and public utilities. We exclude
from the sample firms for which I/B/E/S does not provide us with a country, an
industry, or the name of the analyst who issued the recommendation.

Market data such as stock prices, dividends, risk-free interest rates, and the firms’
market capitalization are taken from the Thomson Financial Datastream database.
From this database, we also obtain the market index SP350 Europe (euro currency)
that we use as a benchmark. The availability of market data for each firm imposes

8 In general, analysts following Japanese firms are country specialists, whereas research on U.S.
firms tends to be structured according to sectors.
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additional restrictions on our final sample, which includes only firms with available
price and recommendations data in both the I/B/E/S and Datastream databases.

Other sources are used to obtain further relevant data and control variables that we
introduce in succeeding sections. The Worldscope database provides us with data on
the geographic locations of firms’ headquarters. Financial analysts’ addresses are
found in different editions, from 1994 to 2003, of Nelson Information’s Directory
of Investment Research. The latitude and longitude data needed to compute the
distance between analysts and the firms they follow are extracted manually from the
Website www.heavens-above.com. Finally, we obtain the country-specific variables
relating to accounting standards and shareholder protection used by La Porta et al.
(1998) from the Center for International Financial Analysis and Research.

4.2 ANALYSTS’ SPECIALIZATION

As a next step, we classify all analysts according to their specialization. To this end,
we compute the Herfindahl Index (HI), a concentration ratio that is generally used as
an indicator of the degree of competition in an industry. This ratio allows us to clas-
sify as sector (country) specialists those analysts that concentrate on firms within
the same sector or industry (country). It is possible that sector (country) specialists
also issue recommendations for firms that belong to other sectors (countries), but
this activity is marginal. The advantage of using this measure to classify analysts
according to their specialization is that it is based on concentration. For example,
it allows us to classify as a sector specialist an analyst who follows ten firms in the
same sector and one firm in a different sector. An alternative classification could
consist of defining as sector (country) specialists only those analysts following
firms in a single sector (country). However, this measure would be much more
restrictive, and would not consider the analyst in our example a sector specialist.
For each analyst, we compute both a sector and a country HI as follows

C
Country __ 2
HIS™ =" o
c=1

S
Sector __ 2
HI _E o
s=1

where o = N¢4,y/Na,y and oy = Ny 4,y/Nay - Nea,y(Nsq,y) 1s the number of
firms in country c (sector s) for which analyst a issued forecasts over fiscal year y.
N,y is the total number of firms followed by analyst a over fiscal year y.

A country HI takes a value of 1 (i.e., its maximum value) when the analyst follows
firms that are all headquartered within a single country. Similarly, a sector HI takes
value of 1 when the analyst follows firms that are active in one sector. Analysts
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who also follow few firms in other countries (sectors), but who devote most of their
attention to firms within a single country (sector) will have a country (sector) HI
close to one. HI values go towards zero as the analysts’ portfolio diversification
increases.

An analyst is classified as a country specialist if her or his country HI is larger
than 0.90 and her or his sector HI is smaller than 0.90. An analyst is classified as a
sector specialist if her or his sector HI is larger than 0.90 and her or his country HI
is smaller than 0.90.° For the purpose of our analysis, we take only analysts who
are either country or sector specialists. After matching I/B/E/S to Datastream and
selecting only firms with price and recommendations data, our sample includes
4,445 country specialists and 2,063 sector specialists. We drop analysts who follow
many countries and many sectors and analysts who mainly follow only one sector
in one country. With an HI threshold of 0.90, non-country non-sector specialists
represent about 30% of our sample.

4.3 DESCRIPTIVE STATISTICS

Table I reports key sample statistics. The first column refers to the whole sample.
The second and third columns refer to country and sector specialists, respectively.
This allows us to compare the main characteristics of the portfolios of these two
types of analysts. As a first insight, this table shows that the average number of
firms followed by each type of analysts is very similar across specializations. On
average, both country and sector specialists follow approximately eight firms. To the
same extent, the average number of yearly recommendations is equivalent for both
types of analysts. Country and sector specialists issue an average of 17.1 and 18.2
recommendations per year, respectively. However, the focus seems to be different
across specializations. Sector specialists focus on more actively followed firms.
The average number of analysts following firms analyzed by sector specialists is
27.2, which is well above the average of 16 for country specialists.

The third row of the table indicates that country specialists follow on average
1.04 countries. In fact, a country specialist may follow up to four countries. This
gives support to our definition of specialization. That is, the use of Herfindahl
indices allows us to consider as country specialists analysts who spend most of
their time analyzing firms headquartered in a single country, but who may also
follow a small number of foreign firms. The same holds true for sector specialists
who follow an average of 1.09 sectors. In fact, there are sector specialists who follow
up to six industries over a given year but concentrate their efforts on firms within

° The choice of 0.90 as a threshold is somewhat arbitrary. Nonetheless, a closer look at the data
suggests that it accurately depicts the analysts’ specialization. The results remain unchanged with
thresholds of 0.80, 0.85, and 1.
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Table I. Descriptive statistics

This table presents the average values of various characteristics of analysts’ portfolios and research
activities, depending on specialization. We include all analysts following European firms. However,
to reach a clear picture of analyst portfolio characteristics, a worldwide sample of firms is considered
in some instances. The reason is that sector specialists do not (always) restrict themselves to European
firms and the comparison with country specialists would be worthless if one considers European firms
only. “Avg. number of firms,” “Avg. number of recommendations,” “Avg. number of countries,” and
“Avg. number of sectors” indicate the average number of firms each specialization type of analysts
follows, the average number of recommendations issued by analysts, and the average number of
countries and sectors followed by analysts, respectively. All of these variables are computed on a
yearly basis from a worldwide sample of firms. The rest of the table refers to a sample restricted to
European firms. “Avg. number of analysts per firm” is an indication of the average number of analysts
who follow a given firm on a yearly basis. “Avg. firm size” is the average market capitalization of
firms in analysts’ portfolios. “Avg. market size” is the average size of the national markets followed
by analysts. “Avg. distance” is the average number of kilometers between analysts and the firms they
follow. “Local” stands for analysts located in the same country as the firms they follow. By contrast,
“foreign” analysts are based abroad. “Large brokers” are those in the top broker size-decile. “Small
and medium brokers” constitute the remainder. The percentage of analysts in large and small/medium
brokerage houses indicates for which type of brokers financial analysts work. To test whether analyst
specific variables are significantly different for country vs. sector specialists, we compute a two-
sample Wilcoxon test (W-test) and report the p-values.

All Country Sector W-test

Variable Analysts Specialists (a) Specialists (b) (p-value) (a)—(b)
Avg. number of firms 8.1 8.4 7.9 0.00
Avg. number of recommendations 17.0 17.1 18.2 0.00
Avg. number of countries 1.60 1.04 3.33 0.00
Avg. number of sectors 2.69 3.22 1.09 0.00
Avg. number of analysts per firm 18.7 16.0 27.2 0.00
Avg. firm size (mio. EUR) 7,818.9 4,911.0 17,152.0 0.00
Avg. market size (bio. EUR) 867 869 864 0.94
Avg. distance (km) 307 176 595 0.00
% of local analysts 65.4% 87.8% 41.3% 0.00
% of foreign analysts 34.6% 12.2% 58.7%

% of analysts in large brokerage 60.0% 51.3% 81.1% 0.00
% of analysts in small/medium brokerage 40.0% 48.7% 18.9%

a single sector. The average number of sectors followed by country specialists is
three, which is equivalent to the average number of countries followed by sector
specialists. This is surprisingly low. Even though sector and country specialists may
follow up to 25 countries and 11 sectors, respectively, these figures may indicate
that brokerage houses try, in many instances, to specialize on both the country and
the sector dimensions.

As Table I also indicates, a noticeable difference between the portfolios of country
and sector specialists is the size characteristics of the covered firms. Country
specialists follow on average far smaller firms than do their sector counterparts.
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We also evaluate whether geographic location is an important differentiator be-
tween country and sector specialists. To assess where analysts are located with
respect to the firms they follow, we take from I/B/E/S analysts’ names and the
brokerage houses they work for. Then, year by year, we search in different editions
of the Nelson Information’s Directory and obtain the city in which each finan-
cial analyst is located. Finally, for each recommendation with available geographic
information on the analyst and the firm, we compute the distance between the
analyst who issued the forecast and the firm for which the forecast was issued.!°
We observe that country specialists are on average located closer to the firms they
follow. The average distance of 176 kilometers is mainly due to the fact that country
specialists are mostly based within their country of expertise. Indeed, 87.8 percent
of them are located in the same country as the firms they follow. Perhaps more in-
terestingly, 41.3 percent of the recommendations issued by sector specialists relate
to local firms. Although they follow more than three countries on average, sector
specialists seem to tilt their activities towards domestically headquartered firms.

The type of brokerage house country and sector specialists work for also delivers
interesting insights. Whereas country specialists are almost equally spread across
large and small to medium brokerage houses (51.3 percent of them are working for
large brokerage houses), 81.1 percent of sector specialists belong to large brokerage
houses.

Panel A of Table II, presents the main statistics of interest on a country-by-
country basis. Panel B presents the same statistics by sector. Surprisingly, panel
A shows that the relative percentages of recommendations issued by country and
sector specialists are similar across countries. On average, between 69.3 percent and
83.3 percent of the recommendations are issued by country specialists. The only
exception is Ireland, where the total number of recommendations is spread equally
between country and sector specialists. We are therefore unable to confirm the Kini
et al. (2009) prediction according to which financial analysts are more likely to
specialize by country in countries where national commonalities are largest. These
percentages are more widely dispersed in the sector-by-sector analysis of panel B.
The proportion of recommendations issued by country specialists ranges from
68.8 percent in the health care sector to 96.5 percent in the technology sector. An
exception is the financial sector, which is followed mostly by sector specialists. The
very high proportion of country specialists in the technology sector is surprising.
A potential explanation may rely on the fact that firms in the technology sector
are mainly small-capitalization stocks. As small firms tend to be more actively

19" The formula used to compute the distance (Dis?) between to cities 4 and B is given by
Dist = R arccos[sin(latitude ) sin(latitudeg) + cos(latitude ») cos(longitude ; — longitude ,)],
where R = 6378 km is the earth’s radius.

GZ0g aunr GO uo Jasn a1bojouyye,p isul - T31YHONIN 3A JLISHIAINN A L¥ZE6GL/L6€/2/G 1 /2101HE/401/W0d dno djWwapede//:sdjy Wwoly papeojumoq



CAROLINA SALVA AND FREDERIC SONNEY

410

Downloaded from https://academic.oup.com/rof/article/15/2/397/1593241 by UNIVERSITE DE NEUCHATEL - Institut d'ethnologie user on 05 June 2025

%€ 1Y %8°L8 S6S 9Ll TSI°LT 116 %8°1C 990°€S %C'8L LS6°681 L8S%9 SALHUNOD [V
%0°C8 %8°L6 1343 9tl SPY1l 9Tr'T %C 0T 90l %8°6L 06£°1S L10T 2N
%6'C %0°88 09L PSl 611y 9¢€°01 %€0¢ 8h'c %L"69 €10°8 Y08 PUBLIDZIMS
%1761 %L 68 ¥L6 €LT LST'8Y €L8°€T %L 0€ TTeTe %€°69 €LT'L G8L uopamg
Y%L’6 %S¥8 101°1 0S¢ ¥80°11 L96°C %¥'LT Ivv'e %9°CL 6€1°6 0IL uredg
%1€ %1°CL 8€€’1 v10°1 §9T’S veET'l %9°¥C 088 %t'SL 069°C 6S¢ [eSnp0g
%1701 %0°16 S68 (41 69€°9T (420 %¥'CC 6111 %9°LL 816 (34 KemioN
%9°01 %118 433 86 89I°LT 09s°s %8 L1 $60y %C'T8 £26°81 L60°T SPUBHATION
9%9°C %678 86 see €1¥°8 LO6C %85°9T 861°¢ %S €L vL8'8 8YL Arey
%l'v %C'CS 183 So1 99 16L°1 %¢E'1S 629 Y%L'8% 86S S0¢ pue[aI]
%9°S1 %1°C8 899 €8¢ 9IS Y1 0€8y %6°€C €689 %1°9L 676°1C 0151 Auewion
%C'TC %906 G8¢ 691 690°v1 LT9'¢ %L 91 LIS'L %¢E°€8 086°8€¢ 918°1 souel]
%81 %888 [t €l 10S°L 0T8°C %9°L1 LEET %¥'T8 8LT9 €y puejuL{
%11 %6°L9 629 061 L96°T€ 0876 %8°9¢ SIS %CEL 0€l'y 101 Srewus g
%¢E'T %S ¥8 LSE 34 $65°6 Teee %6°1T 0151 %1°8L 66€°S 91§ wnisag
%0°0 %9°GS 6v€1 LOS 059°1 09L %0°6¢ 8¢ %0° 1L €Tl 681 BLysny
Js1eroadg jsieroads  gsteroads  gstperoadg  gsieroadsg gsiperoadg % Js1eroadg % Js1eroadg s)sA[eue jo Anuno)
101098 Anuno) 103095 Anuno) 101095 Anuno) 101095 Anuno) Joquinu [B)0],
sisA[eue (s1270w0[1y) (4N4 oru) SUOI)EPUSWIOIAI JO JoquUNuU [BJ0],
[890] JO %, QouRISIp “SAY 9ZIS W) "SAY
V [aued

‘(g 1oued) 10309s 10 (V [oued) Anunod urpuodsariod ayp ul
SWLITJ UO SUOIEPUSWIWIOI] PInssI SulArY (SWLIL] SB A1JUNOD QWS Y] UIYIIM PIseq “9'T) s}SAJeUE [890] JO 9Fejuaorad ayj 310da1 suwunjod om) Jsef |,
"MO][0F A9U[} SULIT] dU} PuE sISI[e10ads 10309S pue Anunod sojeredos Jey) (SIOIOWO[LY UI) 9UBISIP 9SBIIAR U} AJeIIPUI ()] PUB ¢ SUWN[O)) A[0A0ddsar
‘sorj0j310d s3s11e109ds 10309S pue AUNoo Ul SWLIL) JO 9ZIs d5eIdAL ) 110da1 § pue / suwunjo)) "10309s 10 Anunod Jurpuodsariod ayj ur pordd ojdwes
J[oyM Y} JOAO S)SI[B10adS 101095 pue A1JUN0I AQ PINSSI SUONEBPUIWILO0AI JO 93.Iua01ad pue Ioquinu [810] 9y JAIS 9 0} € SUwn[o)) “¢007—661 pouad
o 1040 (g [oued) 10309s 10 ( [oued) Anunos Surpuodsarios oy} ul paisienbpeay SWLI) U0 SUOHEPUSWIIOIAT PINSSI FUIABY SISA[RUR JO IoquInu [B)0}
oy spodas g uwnjoo ‘sjoued yjoq ug ‘siseq (g [oued) 10309s-£q-10300s € pue (y [oued) Anunod-£q-£1nunod e uo 3sa1diul Jo sonsnels syrodor 9[qes siy L,

103095-AQ-10309S pue AIUN09-Aq-A1uno)) :sonsnels danduosaq 77 2/g11



411

THE VALUE OF ANALYSTS’ RECOMMENDATIONS AND THE ORGANIZATION

Downloaded from https://academic.oup.com/rof/article/15/2/397/1593241 by UNIVERSITE DE NEUCHATEL - Institut d'ethnologie user on 05 June 2025

%E 1Y %8°L8 S6S 9Ll TSI°LL 116 %8°1¢C 990°€S %T'8L LS6°681 L8S‘9 103098 [V
%S°9¢C %006 £66 LET vTe'es LY8€l %1°ST 91LT %06 VL I11°8 S8T1 SORINN dHqnd
%9°6¢ %C 68 L6S 8LI 18S°LT $98°¢ %l1'L L6E'E %6°C6 9St' vy Te0°c spoon [eyde)
%8°6¢ %68 IL8 891 60S°L 08T°¢ Y%L¥T LYT9 %€'SL €10°61 1€ Ssiysnpuy olseq
%0°6¢ %9°16 L16 0L1 8I1°1 6L6 %S¢ 4% %5796 S91°61 6€S°1 ASojouroay,
%67y Y%L ¥6 SLS 081 106°C SYeET %SVl 0€6 %S5°S8 687°S ILL uorjerrodsuer],
%6° 1Y %¢€"68 CLS 8¢l 8TSYS Teee %C'LT 0€6°1 %8CL IZ98S LLL AS1oug
%6°ST %06°88 vL8 [4%4 15T°1C 8T€°01 %6°S 444 %1v6 8LOL v10°1 sajqen( "suoy
%S 8y %0°16 91y (4! 6€8°L 08¢ %CPl L99°9 %8°S8 1210y 801°¢ SAIAISS 'SUOD
%€ 97 %¥"98 8¢¢ S8l vr8°11 9pe'e %9°S1 616°€¢ %' ¥8 vr11e €98°1 “N(-UoN "suop
%t 0¥ %0°L8 9¢ 661 LLY'8T [4va %C1E TeL'e %889 6€T°8 6L1°1 aIe) yijesH
%€ 1y %0°68 98¢ €51 S0T'81 S9S°L %S'8S 0¥S°CT %S 1Y L86°ST T68°1 douruL]
Js1jeroadg jsteroadg  gsieroads  gsieroadg jsteroeds  gsiperoadg % Js1jeroadg % Js1eroadg s)sA[eue jo 101008
10109G Anunop 101098 Anuno) 10109G Anunop 101098 Anuno) Iaquinu [ej0],
s)sA[eue (s1270w0(1Y) (4N4 o) SUOTJEPUAWILIOA] JO JdqUINU [BJ0],

18307 JO 9,

QouersIp Ay

9z1s wuy "SAy

d [oued
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Table I1I. Distribution of recommendations

This table reports the distribution of stock recommendations for each type of analyst specializa-
tion. We include recommendations on firms headquartered in European countries that were released
over the period 1994-2003. We indicate the percentages of Strong Buy, Buy, Hold, Sell, and Strong
Sell recommendations issued by all analysts (irrespective of specialization), and country and sector
specialists. The second to the last column reports the difference between the percentage of each rec-
ommendation type issued by country and sector specialists. The p-value for the statistical significance
of this difference appears in the last column.

All Country Sector Difference Anova
Recommendation Analysts Specialist (a) Specialist (b) (a)—(b) F-statistic
Strong Buy 18.9% 20.1% 15.1% 5.0% 0.000
Buy 26.4% 25.9% 27.9% —2.0% 0.000
Hold 37.2% 36.4% 39.9% —3.5% 0.000
Sell 11.3% 11.1% 11.7% —0.6% 0.068
Strong Sell 6.3% 6.5% 5.4% 1.1% 0.000
Total 100.0% 100.0% 100.0% 0.0% -

followed by country specialists, this may indeed explain why country specialists
dominate so reliably in the technology sector.

Table II also gives strong support to the firm-size characteristics already reported
at the global level. Indeed, the small-firm bias of country in relation to sector
specialists is not peculiar to a specific country or sector. Country specialists follow
smaller firms more than sector specialists do in every country and sector. On
average, firms followed by country specialists are a third the size of those followed
by sector specialists.

The country-by-country average distance for sector specialists ranges from 334 to
a high of 1,349 kilometers. The average distance between sector specialists and the
firms they follow is greatest for Austria, Finland, and Portugal. Also, the percentage
of local sector specialists is relatively low in these countries, below 3.1 percent.
To the contrary, the average distance for sector specialists in large markets such
as France, Germany, and the United Kingdom is 385, 668, and 353 kilometers,
respectively. The percentage of local sector specialists is also far more important
than in small markets.

In Table III, we report the distribution of recommendations. We first note that
the conclusions are not much different from those reported in studies on the U.S.
market. In European countries, as in the U.S. market, analysts are reluctant to
issue strong sell recommendations, but this type of recommendation occurs slightly
more often in Europe than in the United States, representing 6.3 percent of the total
recommendations issued over the sample period. Our aim in constructing this table
is to check whether there are significant differences in the behavior of both country
and sector specialists. It could be that potential conflicts of interest affect country
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and sector specialists differently, or that one group is more optimistic than the other.
If country analysts have better access to private information, they may be tempted
to issue positively biased forecasts to preserve their privileged relationships with
firms’ management. On the other hand, sector specialists could be those who are
the most affected by conflicts of interest, as this type of analyst generally works
for larger banks and brokerage houses, which are more likely to be active in the
investment banking industry.

Table III seems to indicate no difference in the behavior of the two groups of
analysts. In fact, country specialists tend to issue more extreme recommendations
than sector specialists. Country specialists issue on average a higher percentage of
strong buy, as well as a higher percentage of strong sell recommendations. As is
shown by the F-statistics for the difference in means, both differences are statisti-
cally significant, even though they do not appear to be economically large. Sector
specialists, on the other hand, seem to rely more heavily on hold recommendations
than their country specialist peers.

4.4 EVENT STUDY

To evaluate the information content of analysts’ recommendations, we compute
abnormal returns around the day that an analyst issues a recommendation. For that,
we follow standard event-study methodology as in Brown and Warner (1985). The
event day is the day the recommendation is issued as reported by I/B/E/S. Following
existing literature, we define the estimation period as the interval [—200, —11] with
respect to the announcement date. Abnormal returns are the prediction errors from
the one-factor ordinary least squares market model calculated over the estimation
period, where the explanatory factor is the market index SP350 Europe. Both stock
returns and the market index are log-differences computed in euros.

Our sample includes some small firms that are thinly traded. Infrequent trading
can be problematic, as it can induce autocorrelation in stock returns. To appropri-
ately account for that possibility, we follow the “trade-to-trade” approach of Maynes
and Rumsey (1993) for all stocks. They show that the use of “trade-to-trade” returns
leads to correct estimations for all levels of trading frequency.

The trade-to-trade approach builds on the single-factor market model and uses
multi-period returns computed as

Pi s
Ri,n, =1In :
Pi,t—n,

where n, is defined as the length of the non-trading interval ending at date .
P; ;—n,1s the last quoted price before the non-trading interval, in euros. Next, for
every event we estimate the following equation that is analogous to the market
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model and considers multi-period returns:

n;—1

Rin, = ain; + ﬁiRm,n, + Z €it—s

s=0
where R,, , is the market index return over the non-trading period that matches the
stock return. o;n, and f are the weighted least squares coefficients calculated over
the estimation window. The errors from the “trade-to-trade” adjusted one-factor
model are heteroskedastic with variance n,ol.z. To correct for heteroskedasticity,
before we estimate the coefficients, the data are divided by the square root of n,
(weights). We note that the equation above is equal to the conventional market model
equation when shares are traded daily and n2, equals one. Finally, the abnormal return
is computed as the difference between the actual return and the expected return over
the event window as follows:

AR;i,, = Rin, — E[Rin,] = Rip, — [Qin; — BiRm,n,]

After obtaining abnormal returns we cumulate them over the following intervals
[—1, +1], [+2, 420] and [+21, 4+60], and we get CABNRET, CABNRET20, and
CABNRETG60 correspondingly.'!

CABNRET allows us to evaluate the market reaction at the time the stock rec-
ommendations are issued. The other measures provide us with some insight into
whether a price drift follows the date the recommendation is issued. We find that the
mean CABNRET is 0.31 percent for upgrades and —0.38 percent for downgrades.
This is much lower than cumulative returns reported for U.S. firms but it is in line
with results in Dubois and Dumontier (2008) and Jegadeesh and Kim (2006) who
provide estimations for countries such as the United Kingdom, France, Germany
and Italy. Also consistent with these studies, for the period [—1, 4+60], the mean
cumulative abnormal return is 0.66 percent for upgrades and —0.89 percent for
downgrades.

4.5 CROSS-SECTIONAL REGRESSION TESTS

Here, we introduce the approach that we follow to examine the relation between
the price reaction, recommendations, and the structure of analysts’ portfolios. We
consider that the price reaction is related to the direction and the magnitude of
the recommendation change. For that, we define SURP as in Jegadeesh and Kim
(2006) or Clement and Tse (2005), a variable indicating the surprise, or difference,
between the newly issued recommendation and the last recommendation by the

1 Alternatively, we also compute size and mean adjusted cumulative abnormal returns (unreported)
and re-estimate models (1) and (2) below. The results are qualitatively similar to the ones reported in
the paper.
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same analyst on the same firm.!? In some instances, analysts discontinue their
coverage of a firm for quite long periods. Given that, we include a recommendation
in the final sample only if there is a previous recommendation by the same analyst
on the same firm that is no more than 360 days old. Although brokers usually
follow a home-made classification for stock recommendations, I/B/E/S translates
recommendations in a unique five-scale grouping. The values 1 to 5 are respectively
assigned to Strong Buy, Buy, Hold, Sell, and Strong Sell recommendations. As in
previous studies, we reverse the scale used by I/B/E/S to have positive (negative)
values for upgrades (downgrades). SURP can therefore take discrete values that
range from —4 to +4. Our baseline regression model is the following:

CABNRET ;5.1 = o+ B - SURP + vy - Controls + ¢ D

If recommendation changes convey information that affects stock prices, we
expect the slope coefficient p to be significantly positive. To test whether country-
specialized analysts issue more informative stock recommendations, we expand
model (1) and estimate the following equation:

CABNRET{;,,1,1 = o+ B - SURP - COUNTRYSP + B¢ - SURP - SECTORSP
+ v - Controls + ¢ 2)

where COUNTRYSP equals 1 if the analyst is a country specialist and 0 otherwise,
and SECTORSP equals 1 if the analyst is a sector specialist and 0 otherwise. This
specification allows us to test whether there is any difference in the information
that country and sector specialists convey to the market. If there is no information
advantage of one group over the other then we expect B, = B;. However, if one
group has an advantage in gathering and processing information, the coefficient
will be larger for the group that conveys more information to the market.!

Empirical studies on stock recommendations motivate the use of several con-
trol variables. Thus, we define the following characteristics: broker size, number
of analysts covering the firm, days in relation to the earning announcement date
and to previously issued recommendations for the same firm and firm market cap-
italization. The first three are constructed from the information made available
by I/B/E/S. The market capitalization of firms is computed with data taken from
Datastream.

Stickel (1995) argues that large brokerage houses have the resources to dis-
seminate stock recommendations more efficiently to investors. Also, in large

12 Alternatively, we define SURP as the difference between the current recommendation and its
consensus where the consensus is computed as the average of all outstanding analyst recommendations
issued over the previous year (see Dubois and Dumontier 2008). This alternative definition of the
surprise does not have any bearing on our conclusions.

13 The distribution of SURP across country and sector specialists is very similar. Parametric and
non-parametric tests reveal that the means and medians of each group are not significantly different.
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brokerage houses, analysts have more resources to gather and process information.
It is therefore likely that their results may be of higher quality and as a consequence
have a stronger impact on stock prices. Stickel (1995) indeed shows that the stock
price reaction to recommendation releases is larger when recommendations are
issued by analysts working for large brokerage houses. To control for this effect, we
rank brokerage firms based on the number of analysts employed over a given year.
Then we define BRKSIZE, a dummy variable that equals one if the broker belongs
to the highest size deciles and zero otherwise.

Large firms are in general followed more actively by financial market partici-
pants. Therefore, the marginal information brought to the market by recommen-
dations issued on large firms and followed by a large number of analysts is likely
to be of less investment value than the recommendations issued on less frequently
investigated firms. A measure that is commonly used as a surrogate for the firm’s
information environment is the number of analysts following the firm. Thus, for
each recommendation, we define NUMANA as the number of analysts who issued
at least one recommendation on the firm over the 360 days preceding the recom-
mendation release. The firms’ market capitalization MV is another measure that is
commonly used (see Stickel 1995). In fact, as is noted by Asquith et al. (2005), both
MV and NUMANA serve as proxies for the firm-specific information environment
that less actively followed firms may have compared with more widely followed
firms. In our tests, we consider both measures and argue that each captures different
aspects of the firm-specific information environment.

Ivkovic and Jegadeesh (2004) show how the price reaction depends on whether
the recommendation precedes or follows the earnings announcement date and on
how close the recommendation is to the earnings announcement date; see also
Boni and Womack (2006). We include three dummy variables to account for the
differential information content of recommendations issued before and after earn-
ings announcements. First, PAGE (i.e., precedes an earnings announcement) equals
one if the recommendation is issued within the 10 days preceding an earnings
announcement date and zero otherwise. FAGE (i.e., follows an earnings announce-
ment) equals one if the recommendation is issued within the 10 days following
an earnings announcement date. Finally, the variable CAGE (i.e., contemporaneous
with an earnings announcement) is equal to one if the recommendation is released
on the same day as the earnings announcement. The use of these three control
variables has a double objective. It is aimed at controlling for the varying level of
information content of recommendations reported by Ivkovic and Jegadeesh (2004)
and Boni and Womack (2006). They also have the objective of avoiding the possibly
confounding effect of earnings announcements and recommendation releases that
occur within the same couple of days.

Intuitively, the value of recommendations should also depend on whether they
are issued right after other recommendations for the same firm or on whether they
are lead recommendations. Cooper et al. (2001) suggest that the timeliness of the
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recommendation can be relevant in explaining abnormal returns. To account for this
possibility, we follow Dubois and Dumontier (2008) and compute 7/MELINESS
as the number of recommendations issued during the previous month for the same
firm. The larger TIMELINESS is, the lower is the information content of a new
recommendation and the lower is its price impact. In addition, to avoid confounding
effects we discard all recommendations that are issued simultaneously in the window
[—1, 1] by both country and sector specialists which represent about 5 percent of
total recommendations.

The explanatory variables that we use as controls are expected to have reverse
signs for upgrades versus downgrades. Since we stack upgrades and downgrades
in our estimations, we multiply all control variables by a variable that equals 1 for
upgrades and —1 for downgrades. Finally, to detect the possibility that the reaction
to the recommendation surprise depends on the sign of the surprise (Hayn 1995),
we define one last variable ASYM, a dummy that equals one for upgrades and zero
otherwise. Then, we interact ASYM with SURP to control for any asymmetric price
reaction to recommendation upgrades versus downgrades.'*

5. Regression Results

5.1 DOES THE INFORMATION CONTENT OF RECOMMENDATIONS DEPEND ON
SPECIALIZATION?

Before investigating whether the information content of recommendations depends
on whether analysts are country or sector specialists, it is crucial to confirm that
stock recommendations on European firms do contain valuable information. This
has been shown to be the case within the U.S. market, but we have limited knowledge
about the value of stock recommendations in Europe. To this end, we first estimate
model (1).1

14 The literature on the accuracy of earnings forecasts documents that analysts’ experience also plays
an important role in explaining accuracy. For this reason, in unreported results, we also examine
whether experience significantly explains abnormal returns to analyst recommendations and we find
that it is not the case. Due to data constraints adding experience reduces significantly our sample, but
our results remain virtually unchanged.

15 Even though it has been shown that the recommendation changes are more relevant than the
recommendation levels, in alternative tests we also control for the level of stock recommendations.
We follow two alternative approaches. In the first we define a variable that we call SURP-Level which
is constructed as follows: it is the SURP variable multiplied by 2 if the newly issued recommendation
is a strong buy or a strong sell, multiplied by 1 if it is a buy or a sell and by 0 if it is a hold. Then
we replace SURP by SURP-Level in the regressions. The second approach to control for the level of
the recommendation together with the magnitude consists of adding a dummy variable to the basic
regressions that takes value 1 if the recommendation is a strong buy or a strong sell. Given that
controlling for the level of the recommendation in any of the two described approaches does not alter
our inferences we do not report the results here, but they are available upon request from the authors.
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Table IV presents the results. As reported in the context of the U.S. market, column
(1) shows that the initial stock price reaction is positively related to recommendation
changes. Columns (2) and (3) further show that there is also a drift that appears to last
at least up to 60 days following the recommendation release. All of the coefficients
on SURP are statistically significant at high confidence levels. In columns (4) to (6)
we add various control variables. The initial stock price reaction related to broker
size is strongly significant and similar to what is reported by Stickel (1995) in the
context of the U.S. market. In addition to a contemporaneous relationship, the price
drift continues to be related to brokerage size, which emphasizes the need to control
for broker size in subsequent tests.

Then we observe that the number of analysts covering the firm is also a signif-
icant determinant of the amount of information contained in stock recommenda-
tions. This supports the notion that the firms’ information environment may play
a role in the strength of market participants’ reaction to newly issued recommen-
dations. Precisely, we find that the market tends to react contemporaneously more
to stock recommendations issued on firms with extensive analyst coverage. This
finding contrasts with our prediction outlined in Section 4 that the relation between
NUMANA and the price reaction to recommendations releases was expected to be
negative. It also evidences that the relation between the information environment
and the price reaction to analyst recommendations is complex. In fact, there are
some studies such as Bailey et al. (2006), among others, that document a positive
association. Then, when we look at columns (5) and (6), the association between
NUMANA and price reaction reverses and becomes negative. Overall, we find that
NUMANA is negatively related to the cumulative price reaction over the period
[—1, +60].

Among the variables aimed at capturing differences due to contemporaneous
earnings announcements, CAGE appears to be the most significant. Indeed, rec-
ommendations issued on the same day as earnings announcements look as if they
convey significantly more information than recommendations issued at other times.
Probably, this result reinforces the idea that one has to control for contemporaneous
earnings announcements to avoid the confounding effects of these two simulta-
neous pieces of information brought to the market. TIMELINESS is negative and
significant across specifications, indicating that recommendations following other
recommendations issued on the same firm are less informative than fresh and newly
issued recommendations. In column (4), ASYM is not statistically significant, which
suggests that there is no asymmetry in the initial stock price reaction to upgrades and
downgrades. This result contrasts to what is observed for US recommendations: a
stronger price reaction for downgrades than for upgrades. Surprisingly, in columns
(5) and (6) the price drift following the recommendation release is stronger for
upgrades than for downgrades while for U.S. recommendations we tend to observe
the reverse. However, we note that this is consistent with the results reported in

GZ0g aunr GO uo Jasn a1bojouyye,p isul - T31YHONIN 3A JLISHIAINN A L¥ZE6GL/L6€/2/G 1 /2101HE/401/W0d dno djWwapede//:sdjy Wwoly papeojumoq



THE VALUE OF ANALYSTS’ RECOMMENDATIONS AND THE ORGANIZATION 419

Table IV, Stock price reaction

This table reports the results from the estimation of the following two models:
CABNRET,,, = a + B - SURP + ¢
CABNRET y.1,1 = o+ B - SURP + y - Controls 4 ¢

Columns (1) to (3) report results relative to the estimation of the model without control variables.
The estimations reported in columns (6) to (8) are performed with the whole set of control variables.
CABNRET .1 is the cumulative abnormal return computed over different time windows. The models
are successively estimated for CABNRET|_ 1.1, CABNRET{;1.420), and CABNRET(,1.+60), Where the
values of #; and 7, are expressed in days. SURP is the surprise, or difference, between each newly
issued recommendation and the last recommendation previously released by the same analyst on the
same firm. The values 1 to 5 are respectively assigned to Strong Buy, Buy, Hold, Sell, and Strong
Sell recommendations. SURP therefore takes discrete values that range from —4 to +4. The set of
controls variables includes BRKSIZE (a dummy variable that takes the value 1 if the recommendation
was issued by an analyst working for a large brokerage house and 0 otherwise), MV (the market
capitalization of the firm on which the forecast was issued), NUMANA (the number of analysts
having issued recommendations on the firms over the last 360 days), PAGE (a dummy variable that
takes the value 1 if the recommendation precedes an earnings announcement date by less than 10 days
and 0 otherwise), FAGE (a dummy variable that takes the value 1 if the recommendation follows an
earnings announcement date by less than 10 days and 0 otherwise), CAGE (a dummy variable that
takes the value 1 if the recommendation is issued contemporaneously, i.e., on the same day of an
earnings announcement), 7/MELINESS (the number or recommendations issued during the previous
month on the same firm) and ASYM (a dummy that equals one for upgrades and zero otherwise
interacted with the surprise). As the models we estimate include both recommendation upgrades and
downgrades, all our controls are multiplied by a variable that takes the value 1 if the recommendation
revision is an upgrade, —1 if it is a downgrade, and zero otherwise. We report heteroskedasticity and
serial correlation robust 7-statistics in parenthesis below their corresponding coefficient. ***, **, and
* indicate statistical significance at the 1%, 5% and 10% levels, respectively.

CABNRET  CABNRET20  CABNRET60  CABNRET  CABNRET20  CABNRETG60
Variables D) V) 3) 4) 5) ()
a 0.041 —0.001 0.088 0.024 —0.238 0.177
(1.98)* (-1.22) (0.94) (0.68) (—=2.95)+ (1.42)
SURP 0.242 0.217 0.198 0.080 0.079 0.179
(16.94y+* (6.71y+* (3.93)* (1.94y* (1.58) (1.16)
BRKSIZE 0.379 0.388 0.271
(8.47)** (3.83)%** (1.90)*
MV ~0.003 0.021 0.053
(—0.30) (1.03) (1.67)*
NUMANA 0.009 —0.021 —0.035
(3.52) (=2.77) (=303
PAGE —0.015 0.657 0.230
(=0.11) (2.09)** (0.49)
FAGE 0.416 ~0.230 —0.178
(3.57)* (—0.95) (—0.45)
CAGE 0.708 2.297 0.684
(2.00)** (3.66)*** (0.89)
TIMELINESS —0.045 —0.117 —0.075
(—2.88)" (—3.38)" (—1.46)
ASYM 0.014 0.252 0.425
(0.28) (2.32)* @51
Observations 46,656 46,637 49,184 46,654 46,635 46,182
Adjusted R? 0.007 0.001 0.000 0.010 0.003 0.001
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Jegadeesh and Kim (2006) who find no asymmetric price response to upgrades
and downgrades or even a stronger price reaction to upgrades in several of the G7
countries (i.e. Canada, United Kingdom, Italy).

Overall, Table IV confirms that recommendations on European firms do convey
valuable information as in the U.S. market. Furthermore, most of the characteristics
considered, which have been shown to significantly affect the information content of
recommendations within the U.S. market, turn out to be significant in the context of
Europe as well. Therefore, in all the regression models we estimate in the rest
of the paper, we include all of these variables as controls.

We previously discussed that analysts’ portfolios were shaped by the information
environment and the existence of common forces driving the firm’s earnings. We
also argued that other forces also affect how analysts define their portfolios. If this is
true, the composition of analysts’ portfolios and particularly analysts’ specialization
may be important in determining the relative level of information contained in
stock recommendations. We expect that recommendations issued by analysts whose
portfolios benefit most from commonalities across firms are more informative of
the true value of the firm. Having shown that European stock recommendations
affect prices significantly, we now turn to the analysis of whether recommendations
issued by country and sector specialists provide investors with differing levels of
information.

To test for the relative information content of recommendations from country
and sector specialists, we estimate model (2). Table V presents the results. Column
(1) shows no significant difference between the price reaction to recommendations
issued by country and sector specialists. However, column (4) shows a different
picture when we control for the various dimensions that can also influence the price
reaction. We observe that at the time of the recommendation release, the stock price
reaction is economically stronger when the recommendation is issued by a country
specialist. An F-test with a p-value of 0.08 reported in the last row of column (4)
confirms that this difference is statistically significant. Thus, the market seems to
react differently to recommendations issued by country and sector specialists at the
time of the recommendation release. Furthermore, we also observe that the price
continues to drift over the window [+2, 4-20] only for recommendations issued by
country specialists, although the statistical significance is only marginal. We argue
that country specialists bring additional information that is not incorporated into
prices at the time of the recommendation release. In contrast, the coefficients on

16 Since NUMANA and MV are positively correlated and to avoid concerns about potential multi-
collinearity issues, we re-estimate our base regressions including either NUMANA or MV alternatively,
but not both. We note that our results remain virtually unchanged. When we include these variables
separately, NUMANA and MV are both negative and significant, which is consistent with our predic-
tions. When included together, M}V does not seem to add additional explanatory power beyond that
conveyed by NUMANA.
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Table V. Stock price reaction: Country versus sector specialization

This table reports the results from the estimation of the following two models:

CABNRET.) = o + B, - SURP - COUNTRYSP + B, - SURP - SECTORSP + ¢
CABNRET.,) = & + B, - SURP - COUNTRYSP + B, - SURP - SECTORSP +y - Controls + ¢

Columns (1) to (3) report results relative to the estimation of the model without control variables.
The estimations reported in columns (6) to (8) are performed with the whole set of control variables.
CABNRET 1 is the cumulative abnormal return computed over different time windows. The
models are successively estimated for CABNRET|_1. .1}, CABNRET11.420), and CABNRET121.+60],
where the values of #;, and 7, are expressed in days. SURP is the surprise, or difference, between
each newly issued recommendation and the last recommendation previously released by the same
analyst on the same firm. The values 1 to 5 are respectively assigned to Strong Buy, Buy, Hold, Sell,
and Strong Sell recommendations. SURP therefore takes discrete values that range from —4 to +4.
COUNTRYSP (SECTORSP) is a dummy variable that is equal to 1 if the recommendation is issued by
a country specialist (sector specialist) and 0 otherwise. The set of control variables includes BRKSIZE
(a dummy variable that takes the value 1 if the recommendation is issued by an analyst working
for a large brokerage house and 0 otherwise), MV (the market capitalization of the firm on which
the forecast was issued), NUMANA (the number of analysts having issued recommendations on the
firms over the last 360 days), PAGE (a dummy variable that takes the value 1 if the recommendation
precedes an earnings announcement date by less than 10 days and 0 otherwise), FAGE (a dummy
variable that takes the value 1 if the recommendation follows an earnings announcement date by less
than 10 days and 0 otherwise), CAGE (a dummy variable that takes the value 1 if the recommendation
is issued contemporaneously, i.e. on the same day of an earnings announcement), 7/MELINESS (the
number or recommendations issued during the previous month on the same firm) and ASYM (a
dummy that equals 1 for upgrades and zero otherwise interacted with the surprise). As the models
we estimate include both recommendation upgrades and downgrades, all our controls are multiplied
by a variable that takes the value 1 if the recommendation revision is an upgrade, —1 if it is a
downgrade, and zero otherwise. We report heteroskedasticity and serial correlation robust 7-statistics
in parenthesis below their corresponding coefficient. ***, **, and * indicate statistical significance at
the 1%, 5% and 10% levels, respectively. F-test reports p-values on the test that the coefficient on
SURP*COUNTRYSP is equal to the coefficient on SURP*SECTORSP.

CABNRET CABNRET20 CABNRET60 CABNRET CABNRET20 CABNRET60

Variables (1) ) 3) (4) ) (6)
a 0.000 —0.065 0.001 0.023 —0.239 ~0.179
(1.99)*  (—1.23) (0.93) (0.67)  (—2.96)" (1.44)

SURP*COUNTRYSP (b)  0.232 0.002 0.003 0.081 0.082 —0.005
(14355 (6.79)" (4.66)°  (L9T)™  (1.74)" (—0.05)

SURP*SECTORSP (c) 0.281 0.092 —0.001 0.018 —0.066 —0.310
(9.42)"  (1.42) (—0.81) (0.36) (0.58) (—1.80)*

BRKSIZE 0.393 0.422 0.250
(861 (4.07)" (1.57)

MV —0.002 0.002 0.005
(—0.26) (1.08) (1.73)*

NUMANA 0.010 —0.019 —0.031

(3.80)F  (—2.48)"  (=2.05)"*

(continued)
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Table V. (Continued)

CABNRET CABNRET20 CABNRET60 CABNRET CABNRET20 CABNRET60

Variables (1) ) 3) @) ) (©)
PAGE —0.019 0.646 0.208
(=0.14) (2.05)"* (0.44)
FAGE 0.413 —0.238 ~0.191
(3.55/*  (=0.97) (—0.48)
CAGE 0.705 2.291 0.671
(2.00)* (3.65)"* (0.87)
TIMELINESS —0.046 ~0.117 ~0.075
(=2.80y*%  (=3.39y*  (—1.47)
ASYM 0.014 0.253 0.427
(0.29) (2.96)"* (2.52)"*
Observations 46,656 46,637 46,184 46,654 46,635 46,182
Adjusted R 0.007 0.001 0.001 0.010 0.003 0.001
F-test: b = ¢ (p-values)  0.146 0.033 0.001 0.068 0.049 0.006

recommendation changes issued by sector specialists are statistically insignificant,
indicating that this type of analysts does not bring any new information to the
market beyond what it is captured by control variables. The p-values for the tests
of the difference between the coefficients on country and sector specialists support
this insight.!”

Country specialists seem to bring additional information that is not incorpo-
rated into prices at the time the recommendation is released, although statistical
significance is only marginal. We interpret this finding as evidence that the price
drift is related to the information advantage of country specialists. That is, recom-
mendations issued by country specialists contain more information that is slowly
incorporated into prices over the window [+2, +20]. This delayed price response
could be a result of traders failing to assimilate the information provided by coun-
try specialists. It could also be explained by the existence of transaction costs that
exceed the potential gains from exploiting the information.'® It is not possible for

17" The results are robust to the inclusion of country and industry fixed effects.

13 In addition, Kovacs (2007) suggests that the price drift could be due to subsequent news from rival
firms. The delayed price response that we observe for country specialists could mostly reflect the
failure of country specialists to take competitors’ development into account while sector specialists
do not fail to do so. To examine this possibility, for a given recommendation, we compute the variable
DRIFT that measures the number of recommendations issued during the subsequent 20 days for
firms belonging to the same sector. We also consider several transformations of this variable. For
example, we create dummies that equal one if DR/FT is on the top quartile or over the median value,
etc. The inclusion of DRIFT or any of its related dummies as an additional control in specification
(5) of Tables V and VI does not alter qualitatively our results. Furthermore, the slope of the DRIFT
related variables is not significantly different from zero. Given our results, we fail to find support
for the possibility that the delayed price reaction is related to subsequent news for rival firms. This
result contrasts with Kovacs (2007) and this could be due to the fact that he focuses on earnings
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us to distinguish between these two possible explanations, and doing so is beyond
the scope of the paper. What we can rule out is the possibility that the price drift
is due to risk shifting that could occur if, for example, after an upgrade investors
would perceive that the risk profile of the firm has changed. In the next section, we
provide an indirect test that provides support for this claim.

5.2 ROBUSTNESS TESTS

5.2.1 Restricted Sample

A potential concern with our previous analysis is that the results could be attributed
to the fact that country specialists tend to follow firms that are different, for example
in size, from firms followed by sector specialists, as Table I suggests. Thus, the
differential market reaction to recommendations may not be due to informational ad-
vantage but simply to the different type of firm included in country versus sector an-
alysts’ portfolios. To control for this possibility, first we add market capitalization as
an explicit control in our base regressions. Second, we restrict our sample to include
only the subset of firms that are followed by both sector and country analysts. As a
result, our restricted sample includes firm XYZ only if there is at least a country and
a sector analyst issuing recommendations on firm XYZ over a given year. With this
test, we evaluate the relative performance of country versus sector specialists specif-
ically on the subset of firms followed by both types of analysts. Columns (1) to (3)
of Table VI report the estimations on the restricted sample. We observe that our re-
sults remain virtually unchanged. By showing that the country advantage is present
for firms followed simultaneously by both types of analysts, we indirectly demon-
strate that the better performance of country analysts is not due to firm-specific
characteristics but to an informational advantage vis-a-vis sector specialists. Al-
ternatively, in columns (4) to (6) of Table VI we estimate the full model including
country and sector fixed effects. Again, the results have no bearing on our previous
conclusions.

Furthermore, the results on the restricted sample reinforce our understanding
that the delayed price response following country specialist recommendations is
the result of greater information content and not the outcome of risk shifting. More
specifically, a price drift could take place if, for example, after an upgrade investors
would perceive that the risk profile of the firm has changed (Bernard and Thomas
1989). Such a risk-based explanation would require that we observe a drift for all
upgrades irrespective of the type of analyst issuing the recommendation. For a given
firm, however, we document a drift only for upgrades issued by country analysts.

announcements of U.S. firms (not on stock recommendations) or to the broad measure of rivalry that
we can construct.
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5.2.2 Endogeneity of the Organizational Setup

Another reasonable concern stems from the potential endogeneity of the organiza-
tional setup. In fact, the specialization status may be endogenous if the decision
on how to specialize is linked to unobservables that affect the market reaction to
recommendations. Failing to control for this correlation may yield an estimated
specialization effect on performance that is biased. Thus, the possible endogeneity
of the organizational choice and its consequences deserve further investigation.

To start with, it is important to understand what unobservables might be correlated
with performance and drive the decision of being a country specialist. Sonney
(2009) suggests that skilled analysts may be able to select how to specialize. If
skilled and more experienced analysts have a choice, they will decide to follow
firms within the same country and therefore minimize traveling time and costs.
Then inferior analysts will be left to follow firms spread over different countries.
Similarly, one could argue that country analysts may happen to work for firms with
more resources and therefore enjoy superior processing skills that lead to better
performance. Thus we may falsely indicate that country specialists’ performance is
due to informational advantage when it is due to additional resources and processing
skills. Nonetheless, there is an observation that could invalidate this possibility. At
first sight, sector analysts tend to work for large brokerages with more resources.
Even if our conjecture would imply the superiority of sector analysts over country
analysts, we evaluate it with a more rigorous approach.

To investigate whether skill and resources are driving our results and to mitigate
the potential endogeneity of the organizational choice, first we include explicitly ad-
ditional control variables in our base regression. In Table V, we include the size of the
brokerage house as an explanatory variable. Although it is significant and reduces
the estimated impact of country specialization on performance, it does not elimi-
nate it. Then in unreported specifications, we also include analyst experience. We
find that it is neither significantly related to abnormal returns nor does it subsume
the additional information brought by country specialists. In fact, the inclusion of
analyst experience as an explanatory variable leaves our results virtually unchanged.

Second, we estimate self-selection Heckman-type models, where the first stage
models an analyst decision to become a country specialist and the second stage
refers to our baseline specification (2). For the first-stage estimation, we follow
Sonney (2009) in our choice of instruments and include analysts’ past accuracy, the
size of the brokerage house, the average total capitalization weight of the countries
followed by the analyst and the number of firms followed by the analyst. We also
include the analyst’s experience measured as the number of years the analyst has
been reporting stock recommendations to I/B/E/S. Columns (4) to (6) in Table VI
report the second-stage regression results where being a country specialist is the
choice variable at the first stage. We note that the estimated Mills ratios are not
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statistically different from zero, which indicates that selection bias does not seem
to be problematic. Overall, the results remain unchanged.

And third, we exploit the panel nature of our sample and perform one last
test. Since there has been an evolution from country-towards sector-oriented
organizational structures (Sonney 2009), we identify country specialists that turned
to be sectors specialists over our sample period. This identification allows us to
further explore if skill, experience, or other unobservable attributes that character-
ize country specialists would be driving our results. If country analysts are better
performers due to inherent attributes then we would expect to see that analysts who
shift specialization from country towards sector do not suffer a change of perfor-
mance. To test this hypothesis, we split our sample into all-time country specialists,
all-time sector specialists, and switching country specialists both before and after
they become sector specialists and interact this classification with the surprise vari-
able. Panel B of Table VI reports the results. Switching country specialists do as
well as all-time country specialists but when they become sector specialists their
performance is reduced and converges towards that of all-time sector specialists.

Put together, these results indicate that skill, experience and resources are not
responsible for the superior market reaction of country specialist recommendations
and reinforce our interpretation that this superior performance can be attributable
to an informational advantage.

6. Explaining the Differential Information Content

In the previous section, we documented that country specialists issue more valuable
recommendations than do sector specialists. This result could be attributed to the
geographic location of country analysts. Alternatively, it could be due to the exis-
tence of commonalities across firms followed by country analysts or to economies
of scale that country specialists realize when evaluating country factors. In particu-
lar, country factors may stem from particularities in institutional, accounting, fiscal,
legal, or cultural aspects that make countries differ. In what follows, we explore
these possibilities.

6.1 GEOGRAPHIC PROXIMITY AND LOCATION

The value brought by country specialists may be simply picking up the effect of
geographic distance or locality. Since country specialists tend to be closer than sector
specialists to the firms they follow, country specialists may enjoy an advantage
in gathering and obtaining information. This advantage could then translate into
superior recommendations. In fact, existing studies suggest that proximity is an
important determinant of the quality of analysts’ forecasts. Therefore, it may also
be a relevant factor explaining the value of stock recommendations.

GZ0g aunr GO uo Jasn a1bojouyye,p isul - T31YHONIN 3A JLISHIAINN A L¥ZE6GL/L6€/2/G 1 /2101HE/401/W0d dno djWwapede//:sdjy Wwoly papeojumoq



428 CAROLINA SALVA AND FREDERIC SONNEY

A few papers study information asymmetries due to proximity in the context
of financial analysis. Bae et al. (2005) report accuracy differences depending on
whether analysts are based within the same country as the firms they evaluate.
Relying on a sample of 32 countries, their results show that local analysts issue on
average far more accurate earnings forecasts than their foreign peers. In the context
of European markets, Orpurt (2004) reports a similar result. Malloy (2005) studies
the difference in accuracy between analysts located close to the firms they follow
and those farther away. He concludes that, within the United States, geographically
proximate analysts issue on average more accurate earnings forecasts. Whereas Mal-
loy focuses on physical proximity and uses measures that capture distance between
analysts and firms, Bae et al. (2005) and Orpurt (2004) focus on different measures
of proximity, that is, local versus foreign analysts. Being local reflects not only phys-
ical proximity but also other dimensions of proximity such as cultural, economic,
or institutional. These papers do not try to evaluate which dimension of proximity
is relevant, probably because data on physical distance are hard and tedious to get.

In this paper, we capture these two dimensions of proximity. First, we compute
the distance between analysts and the firms they follow. Second, we classify analysts
as local or foreign, depending on whether they are located in the same country as
the firms they follow or abroad. These two geographic dimensions do not have the
same implications for sources of information advantage. In the first case, analysts
may have better access to private information, as they are located close to the firms’
headquarters. They can visit the firm on a regular basis and build solid relationships
with management. In the second case, the advantage that local analysts may have is
more likely related to better knowledge of country characteristics. One may think
of language, fiscal policies, regulations, and cultural and institutional dimensions.

Therefore, we make a clear distinction between the advantage due to being local,
as opposed to foreign, and the physical proximity advantage, as opposed to being
located geographically far away from firms’ headquarters. To compute variables that
relate to these two dimensions, first we construct two dummies based on whether
an analyst is located less (PROXIMATE) or more (DISTANT) than 100 kilometers
away from the firm.!” From the same information set, we also determine whether
analysts are located within the same country as the firms they follow. For each
recommendation, we create two additional dummies based on whether the analyst
and the firm are located in the same country (LOCAL) or not (FOREIGN).

Table VII reports the results of the analysis of proximity. In Panel A, we
interact each of the physical proximity dummies with SURP*COUNTRYSP and
SURP*SECTORSP Taken together, the results show that there is a significant stock
price reaction both for proximate and for distant country specialists and that the
coefficients on the two types of country analysts are closed to each other when

19" Results are unchanged with thresholds of either 50 or 200 kilometers.
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considering the first two periods. We do not find such a reaction for recommen-
dations issued by sector specialists. Remarkably, distant country specialists do
better than sector specialists irrespective of their situation. Furthermore, when we
compare the two subgroups of country specialists, we observe that there are no
major differences in stock price reactions. There is only a higher contemporaneous

Table VII. Geographical proximity

This table reports cross-sectional regressions that examine whether the relative superiority of country
specialists is explained by their location or proximity to the firms they follow. The dependent variable
CABNRET,,; is the cumulative abnormal return computed over different time windows. The models
are successively estimated for CABNRET|_\.41}, CABNRET 1. 420), and CABNRET 21,107, Where
the values of 7y and #, are expressed in days. The independent variables include the surprise SURP,
or difference, between each newly issued recommendation and the last recommendation previously
released by the same analyst on the same firm. The values 1 to 5 are respectively assigned to Strong
Buy, Buy, Hold, Sell, and Strong Sell recommendations. SURP therefore takes discrete values that
range from —4 to +4. COUNTRYSP (SECTORSP) is a dummy variable that is equal to 1 if the
recommendation is issued by a country specialist (sector specialist) and 0 otherwise. All estimations
include (unreported) the set of control variables described in the text. PROXIMATE (DISTANT) is a
dummy variable that equals 1 if the analyst is located less (more) than 100 kilometers away from the
firm. LOCAL (FOREIGN) is a dummy variable that equals 1 if the analyst is located within (outside)
the same country as the firm for which the forecast is issued. This table is split into three panels.
In Panel A, we interact both SURP*COUNTRYSP and SURP*SECTORSP with PROXIMATE and
DISTANT. Alternatively, in Panel B, the interaction is with LOCAL and FOREIGN. The last column
on each panel reports the % of observations included in each group. We report heteroskedasticity and
serial correlation robust #-statistics in parenthesis below their corresponding coefficient. ***, **, and
* indicate statistical significance at the 1% , 5% and 10% levels, respectively. F-test reports p-values
on the test that the coefficients on various combinations of two explanatory variables are equal.

Panel A
Dep. Variable CAbnRet CAbnRet20 CAbnRet60 % Obs
SURP*COUNTRYSP*PROXIMATE (b1) 0.086 0.230 0.260 38%
(1.78)* (2.15)** (1.56)
SURP*COUNTRY SP*DISTANT (b2) 0.046 0.260 0.270 30%
(0.86) (2.13)* (1.37)
SURP*SECTORSP*PROXIMATE (cl) 0.092 —0.030 —0.070 10%
(1.08) (—0.16) (—0.29)
SURP*SECTORSP*DISTANT (c2) —0.074 —0.050 —0.100 22%
(—1.07) (—0.10) (—0.48)
Observations 22,512 22,502 22,231
F-test: (p-values) bl =b2 0.442 0.853 0.948
bl =cl 0.950 0.106 0.176
b2 =c2 0.075 0.061 0.095
cl=c2 0.054 0.944 0.918
bl =c2 0.012 0.067 0.067
b2 =cl 0.589 0.097 0.193

(continued)
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Table VII. (Continued)

Panel B
Dep. Variable CAbnRet CAbnRet20 CADbnRet60 % Obs

SURP*COUNTRYSP*LOCAL (b1) 0.077 0.265 0.218 66%
(1.86)* (2.78)*** (1.46)

SURP*COUNTRY SP*FOREIGN (b2) —0.081 0.235 0.308 3%
(—0.78) (0.98) (0.90)

SURP*SECTORSP*LOCAL (cl) 0.101 0.100 —0.160 13%
(1.35) (0.63) (0.68)

SURP*SECTORSP*FOREIGN (c2) —0.074 —0.001 —-0.207 18%
(—=1.06) (0.01) (0.98)
Observations 25,065 25,054 24,743
F-test: (p-values) bl =b2 0.120 0.898 0.791
bl =cl 0.730 0.241 0.074
b2 =¢2 0.950 0.354 0.156
cl=c2 0.027 0.543 0.846
bl =¢2 0.014 0.044 0.023
b2 =cl 0.119 0.609 0.210

stock price reaction to recommendations issued by proximate country analysts,
but it is not significantly different from the one that corresponds to distant country
analysts that becomes stronger over the window [+2, +20]. When we compare
proximate country to proximate sector specialists we find that stock price reactions
are larger for the former.

Similarly in Panel B, we interact each of the location dummies with
SURP*COUNTRYSP and SURP*SECTORSP and present the results on the role
of locality. The coefficients are larger for country than for sector specialists irre-
spective of their locations, but they are only statistically significant for local country
specialists. Noticeably as in Panel A, foreign sector specialists are the group of an-
alysts that performs worst as confirmed by several of the F-tests. From a different
perspective, if we contrast local versus foreign analysts irrespective of their spe-
cialty, we observe that local analysts tend to do marginally better, especially in the
case of sector analysts. This observation could indicate that local analysts enjoy
an informational advantage either from being close to the firms or simply from a
better understanding of their home country relevant factors. However, since only a
small portion of country specialists are located abroad and because the statistical
precision of our estimates depends critically on the number of observations, we
remain cautious when interpreting these results and recognize that it is difficult to
draw definitive conclusions.

Overall, given the results in panel B, we cannot fully reject the possibility that
location partly explains the superior performance of country specialists when issu-
ing stock recommendations. Even though Panel A supports the idea that country
specialists’ advantage does not seem to be related to physical distance, the role of
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location as a source of comparative advantage may stem from other dimensions
of proximity. In any case, our results suggest that proximity seems more relevant
explaining the accuracy of country specialists (Sonney 2009) than in explaining the
performance of their recommendations. Otherwise, we would have found proximate
sector specialists doing as well as country specialists and distant country specialists
doing worst. Our findings may also be interpreted as evidence that the knowledge
of country characteristics such as language, fiscal policies, regulations, and culture,
which local sector specialists also enjoy, may explain at least part of the superior
performance of country specialists. We further investigate this possibility in the
next section.

6.2 INSTITUTIONAL FACTORS

High-quality institutional structures have a positive impact on the information
environment and may require less country-specific knowledge.?’ A system with
high-quality institutions is consistent with high corporate governance, disclosure,
and transparency standards. It could be that high-quality institutions affect the
economies of scale that can be realized with specialization and a good understanding
of country institutions. Another possibility is that high country-level standards
imply a lower correlation of firm future earnings with the potential information and
agency costs that arise with poor-quality institutions. In poor-governance settings,
firm value may be affected to a larger extent by agency problems that are common
to all firms subject to the same legal rules. In this setting, country specialists may be
at an advantage in understanding the extent to which agency problems affect value
for this group of firms. This advantage disappears as agency costs are reduced
through improved governance. Therefore, better disclosure and governance may
lead to lower commonalities across firms’ future earnings (Morck et al. (2000)).
There is still another possibility to explain why high-quality institutions may lower
the benefits from specialization. An enhanced information environment makes
it less costly to acquire and process information not only for analysts but for
investors in general. Potential economies of scale being less relevant, it could be that
analysts’ information advantage over the market diminishes. If these institutional
particularities play a role in the way analysts can process information and benefit
from economies of scale, then we expect to find that the information advantage
of country over sector specialists occurs only for firms located in countries with
poorer disclosure standards and corporate governance.

In our analysis, we include country-level variables that allow us to explore
whether corporate governance and the quality of disclosure play a role in the
results we document. Following the corporate governance literature, we take the

20 Ball et al. (2000); Morck et al. (2000); Rajan and Zingales (2003), and Chang et al. (2001) show
how institutions impact the information environment.
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anti-director rights index as presented in La Porta et al. (1998) as a measure of
the quality of legal protection offered to minority investors in a given country. The
index ranges from 0 to 5, and it measures the strength of laws and regulations in
each country that aim to protect minority shareholders. Following the disclosure
literature, we also consider the accounting index produced by the Center for In-
ternational Financial Analysis and Research and used by La Porta et al. (1998).
It is a measure of the quality of accounting standards in the country where firms
are incorporated.?' Specifically, we define dummy variables HPROT (LPROT) that
equal 1 if the anti-director rights index is above (below) the sample median value
and 0 otherwise. We also introduce dummy variables HACTG (LACTG) which equal
1 if the accounting index is above (below) the sample median and 0 otherwise. Also,
we consider total market capitalization as a proxy for the extent to which each coun-
try’s financial market is developed. This variable has been widely used as a proxy
for the quality of the information environment. We divide our sample into high
and low national market capitalization, and set the dummy variables HMKTSIZE
(LMKTSIZE) equal to 1 if market capitalization is above (below) the median and 0
otherwise. Then to evaluate whether institutional factors are related to the superi-
ority of country specialists, we interact each of the dummy variables defined above
with SURP* COUNTRYSP and SURP*SECTORSP and estimate our base model (2)
with these interactions. All estimations also include (unreported) the set of control
variables.

Results are presented in Table VIII, panel A. With regard to estimations for both
accounting index and anti-director rights, we first remark that the initial stock-price
reaction does not depend on whether country specialist recommendations are issued
in countries with high or low accounting index or anti-director rights. In fact, the
overall information content of stock recommendations issued by country specialists
is similar in countries with high- and low -quality institutions. However, the post
recommendation price reaction is stronger for those recommendations issued by
country specialists that refer to firms located in countries with lower-quality institu-
tions. The coefficients on country specialists after the initial stock price reaction are
all positively and significantly related to cumulative abnormal returns only in coun-
tries with low accounting index and anti-director rights. Turning to sector specialists,
coefficients on SURP*SECTORSP*LACTG/LPROT are negative and significantly
different from those corresponding to all other groups of analysts as indicated
by several F-tests. Thus, we find that sector specialists underperform especially
on recommendations that refer to firms located in countries with low institutions.
Specifically, we observe that the initial stock price reactions for recommendations
issued by sector specialists for firms subject to high-quality institutions are positive

2\ International Accounting and Auditing Trends (4th edition, 1997), Center for International Finan-
cial Analysis and Research, Princeton, New Jersey.
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Table VIII. Institutional and country factors

This table reports results relative to the interpretation of the relative superiority of country spe-
cialists over sector specialists. The dependent variable CABNRET];,;,; is the cumulative abnor-
mal return computed over different time windows. The models are successively estimated for
CABNRET|_.11j, CABNRET ;1.420;, and CABNRET];51.160), Where the values of #, and #, are ex-
pressed in days. The independent variables include the surprise SURP, or difference, between each
newly issued recommendation and the last recommendation previously released by the same ana-
lyst on the same firm. The values 1 to 5 are respectively assigned to Strong Buy, Buy, Hold, Sell,
and Strong Sell recommendations. SURP therefore takes discrete values that range from —4 to +4.
COUNTRYSP (SECTORSP) is a dummy variable that is equal to 1 if the recommendation is issued
by a country specialist (sector specialist) and 0 otherwise. All estimations include (unreported) the
set of control variables described in the text. This table is split into two panels. Panel A evaluates
the role of institutional factors. We include HACTG (LACTG) a dummy variable that equals 1 if the
accounting index from La Porta et al. (1998) is above (below) the median. HPROT (LPROT) is a
dummy variable that equals 1 if the anti-director rights index in the same paper is above (below) the
median. HMKTSIZE (LMKTSIZE) is a dummy variable that equals 1 if the national market capital-
ization is above (below) the median. Panel B evaluates country factors. HFACTOR (LFACTOR) is a
dummy variable that equals 1 if the recommendation is issued on a firm headquartered in a country
with a country factor above (below) the median. HSTDEV (LSTDEV) is a dummy variable that equals
1 if the country standard deviation is above (below) the median. In both Panels A and B, we interact
SURP*COUNTRYSP and SURP*SECTORSP with the various variables that proxy for institutional
and country factors. The last column on each panel reports the % of observations included in each
group. We report heteroskedasticity and serial correlation robust 7-statistics in parenthesis below their
corresponding coefficient. ***, **, and * indicate statistical significance at the 1%, 5% and 10% levels,
respectively. F-test reports p-values on the test that the coefficients on various combinations of two
explanatory variables are equal.

Panel A: Institutional Factors

Dep. Variable CAbnRet CAbnRet20 CAbnRet60 % Obs
SURP*COUNTRYSP*HACTG (bl) 0.080 0.112 0.027 46%
(2.18)** (1.33) (0.20)
SURP*COUNTRYSP*LACTG (b2) 0.074 0.152 0.295 29%
(1.88)* (1.71)* (1.98)**
SURP*SECTORSP*HACTG (cl) 0.115 0.001 —0.284 15%
(2.10)* (0.01) (—1.58)
SURP*SECTORSP*LACTG (c2) —0.107 —0.041 —0.102 10%
(—1.91)* (—0.32) (—0.52)
Observations 46,654 46,635 46,182
F-test: (p-values) bl =b2 0.860 0.590 0.006
bl =cl 0.455 0.255 0.078
b2 =¢c2 0.000 0.097 0.018
cl=c2 0.000 0.738 0.338
bl =c2 0.000 0.180 0.651
b2 =cl 0.409 0.138 0.000
SURP*COUNTRY SP*HPROT (bl) 0.070 0.074 —0.002 48%
(1.94) (0.89) (—0.02)
SURP*COUNTRYSP*LPROT (b2) 0.085 0.211 0.280 27%
(2.10)** (2.33)** (1.84)*
SURP*SECTORSP*HPROT (cl) 0.091 —0.001 —0.298 15%
(1.70) (—0.00) (—1.69)

(continued)
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Dep. Variable CAbnRet CAbnRet20 CAbnRet60 % Obs
SURP*SECTORSP*LPROT (c2) —0.087 —0.053 —0.085 10%
(—1.52) (—0.41) (—0.42)
Observations 46,654 46,635 46,182
F-test: (p-values) bl =b2 0.680 0.070 0.019
bl =cl 0.656 0.442 0.035
b2 =c2 0.001 0.027 0.038
cl=c2 0.003 0.679 0.266
bl =c2 0.001 0.268 0.626
b2 =cl 0.893 0.042 0.002
SURP*COUNTRYSP*HMKTSIZE (bl) 0.061 0.110 0.050 65%
(1.72)* (1.40) (0.39)
SURP*COUNTRY SP*LMKTSIZE (b2) 0.154 0.222 0.421 10%
(2.95)** (L.77)* (1.91)*
SURP*SECTORSP*HMKTSIZE (cl) —0.009 0.004 —0.189 21%
(—0.20) (0.04) (—1.14)
SURP*SECTORSP*LMKTSIZE (c2) 0.116 —0.00168 —0.316 4%
(1.27) (—0.93) (—1.17)
Observations 46,654 46,635 46,182
F-test: (p-values) bl =b2 0.048 0.329 0.055
bl =cl 0.061 0.195 0.044
b2 =c2 0.698 0.452 0.014
cl=c2 0.165 0.334 0.620
bl =c2 0.521 0.100 0.133
b2 =cl 0.003 0.098 0.004
Panel B: Country Factors
SURP*COUNTRY SP*HFACTOR (bl) 0.084 0.100 0.286 14%
(1.97)** (1.02) (1.73)*
SURP*COUNTRYSP*LFACTOR (b2) 0.074 0.137 0.066 61%
(2.08)** (1.72)* (0.49)
SURP*SECTORSP*HFACTOR (cl) —0.006 —0.072 —0.347 6%
(—0.11) (—0.47) (~1.61)
SURP*SECTORSP*LFACTOR (c2) 0.021 0.007 —0.138 19%
(0.41) (0.06) (—0.79)
Observations 46,654 46,635 46,182
F-test: (p-values) bl =b2 0.781 0.655 0.109
bl =cl 0.129 0.251 0.003
b2 =c2 0.206 0.126 0.113
cl=c2 0.653 0.591 0.303
bl =c2 0.200 0.385 0.011
b2 =cl 0.136 0.125 0.026
SURP*COUNTRYSP*HSTDEV (bl) 0.114 0.194 0.287 32%
2.72)** (2.03)** (1.79)*
SURP*COUNTRYSP*LSTDEV (b2) 0.049 0.073 —0.032 43%
(1.37) (0.89) (—0.25)
SURP*SECTORSP*HSTDEV (cl) —0.048 —0.119 —0.354 11%
(=0.77) (—0.87) (—1.66)
SURP*SECTORSP*LSTDEV (c2) 0.061 0.047 —0.102 13%
(1.22) (0.43) (—0.60)
Observations 46,436 46,417 45,964
F-test: (p-values) bl =b2 0.054 0.125 0.009
bl =cl 0.005 0.013 0.001
b2 =c2 0.731 0.777 0.603
cl=c2 0.073 0.206 0.161
bl =c2 0.281 0.160 0.909
b2 =cl 0.081 0.105 0.068
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and significant, although there is no post-announcement significant price reaction.
In sum, we observe that the additional information brought to the market by country
specialists is more pronounced in countries with poorer standards, and it is in these
countries that sector specialists underperform.

In Table VIII, the last section of panel A focuses on the breakdown by stock market
capitalization of the country in which the firm is located. This is an ad hoc check
of whether the relative advantage of country specialists is concentrated in firms for
which the information environment is poorer. In such markets, country-specialized
analysts may obtain benefits from commonalities that are supposedly large. Indeed,
a comparison of the coefficients on recommendations issued by country specialists
in small and large markets reveals that the information content of recommendations
is more pronounced in the former. Here, this differential informativeness is partly
acknowledged by investors, as the difference is statistically significant at the time of
the recommendation release (t-stat: 2,95). Noteworthy, the market price reaction is
significantly stronger for all country specialists’ recommendations when compared
with those issued by sector specialists.

Overall, these results suggest that institutional factors may explain part, but not
all, of the informational advantage of country specialists over sector specialists.
On average, country specialists issue more informative recommendations in small
countries and in countries with low accounting standards and low minority share-
holder protections. Moreover, the information content of stock recommendations
issued by country specialists remains higher than those of sector specialists even in
large markets and when accounting standards and shareholder protection are high.
We acknowledge that the information advantage is only gradually incorporated into
stock prices, especially in countries with poorer quality institutions.

6.3 COUNTRY FACTORS

Country factors represent common economic forces driving firms’ future earnings
beyond those related only to institutional factors. In this section, we test whether
country factors explain the advantage of country over sector specialists. For that
purpose, we follow Heston and Rouwenhorst (1994) and estimate the “pure” coun-
try factors from stock index returns. The details of the methodology are discussed in
the appendix. This method returns, for each country in the sample, a time series of
country factors. We then compute, on an annual basis, the variance of each country
factor. It serves as a proxy for the strength of national influences in the country.
Countries with important national specificities have a high country-factor variance.
We then rank countries on the basis of their country-factor variance. Recommenda-
tions issued on firms in countries with a country factor above (below) the median
country factor are classified as high (low) country-factor recommendations. The
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dummy variable HFACTOR (LFACTOR) takes the value 1 for recommendations
issued in these countries and 0 otherwise.

We hypothesize that country specialists may draw their relative advantage from
countries in which commonalities among firms are large. If so, recommendations
issued by country specialists on firms in countries with high country factors should
convey more information than recommendations in countries with low country
factors. Results are reported in Table VIII, panel B, and they marginally confirm
our hypothesis. The initial stock price reaction is identical for recommendations
issued by country specialists in low and high country-specific factor markets.
These coefficients are 0.08 and 0.07 percent, respectively, and the test for their
statistical difference reports a p-value of 0.781. However, the coefficient on country
specialists in countries with high commonalities is much larger than the coefficient
on country specialists in low-commonalities countries in the [+21; +60] period,
and the difference is significant at the 10 percent level.

As an alternative measure for country factors we also consider the raw country
standard deviation of stock returns. HSTDEV (LSTDEYV) takes the value 1 for
recommendations issued in countries where return variance is above (below) the
median value and 0 otherwise. Results are also reported in Table VIII, panel B.
We observe that the contemporaneous and subsequent stock price reaction is larger
for recommendations issued by country specialists in countries with high country-
specific variance. The difference is statistically significant for the periods [—1, +1]
and [+21, +60] with p-values of 0.054 and 0.009 respectively. The coefficients on
sector specialists are often negative and not significant. Overall, our results suggest
that country factors could also explain part of our findings as the coefficients are
significantly larger when country factors are high (especially for HSTDEV) showing
that in that case country specialists add more value.

7. Conclusions

Brokerage houses usually organize their European research departments along
either country or sector lines. Their research activities aim to provide valuable
information and advice to investors. Our goal is to evaluate which form of organi-
zation provides most value to investors. In this paper, we document that the value
contained in analysts’ stock recommendations is related to how analysts structure
their portfolios and research activities. We compare the information content of
stock recommendations issued by country specialists and sector specialists. We
show that the country specialists outperform sector specialists, in the sense that the
recommendations of the former convey more information to the market.

We investigate potential sources of the information advantage that country spe-
cialists enjoy and show that the information content of country specialist recommen-
dations is higher in countries with low accounting standards and weak shareholder
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protection. It is also higher for firms located in countries with low market capi-
talization. Similarly, we observe that the relatively better performance of country
specialists is highest in countries with relatively strong country-specific factors. In
contrast, physical proximity does not seem to matter, but the influence of location
is less clear cut and may still be a source of comparative advantage.

Finally, this study opens several new questions for future research. While we
document that recommendations issued by country analysts are more valuable than
those issued by sector specialists and that the incremental value is slowly incor-
porated into prices, we do not aim to investigate whether investors can exploit
profitable strategies. Nevertheless, preliminary analysis seems to indicate that,
due mostly to transaction costs, potential investment strategies would not provide
investors with the opportunity to achieve positive risk-adjusted performances. Sim-
ilarly, we could argue that our findings support the idea that country specialization
would be more suitable in emerging markets. Unfortunately, we know little about
the value of stock recommendations in emerging markets and it could be that there
is no value just because of disclosure quality. Therefore, we remain cautious and
recognize that it would be too premature to make any statement on whether the re-
sults of this study are applicable to emerging markets. This is indeed an interesting
questions but it is beyond the scope of this paper.

Appendix: Computing Country Factors

To compute country factors we follow the methodology developed by Heston and
Rouwenhorst (1994) for studying the relative importance of industry and coun-
try effects. According to their model, any stock return can be decomposed into
four elements: a global common factor (common to all stocks), a country-specific
“pure” factor, a sector-specific “pure” factor, and an idiosyncratic, firm-specific
component. The term “pure” emphasizes that country and sector factors are net of
all other influences.

In their model, the return generating process of every stock 7 (originating from
country k and active in industry j) at a given date ¢ can be written as:

Fit = 0O + Yir +0j + & Vi (AD)

where r;, is the local currency excess return on security i at time 7. o, is a term
common to every stock at time #, whereas vy, and 3, are respectively the pure
country k and industry j component of the date ¢ return for a firm that belongs to
these particular country and industry. €;; is an idiosyncratic firm-specific term. At
any given date 7, every country £ and industry j pure effects can be estimated by
means of the following cross-sectional regression, which is a simple generalization
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of equation (Al):

K J
e =0+ D Ve Gk + Y S Iij+ee  fori=1,... N, (A2)
k=1 j=1

where C;; is a dummy variable that equals 1 if the firm i belongs to country £ and
zero otherwise and /;; is a dummy variable that equals 1 if the firm i belongs to
industry j and zero otherwise. K and J are respectively the number of countries and
industries considered in the sample and N, is the number of stocks included in the
cross-section at time 7.

To estimate equation (A2) we account for the presence of multicollinearity in-
duced by the fact that each firm belongs to both one country and one industry. For
that, we follow the literature and impose the constraints that, for equally-weighted
portfolios, the sum of the industry coefficients equals zero and the sum of the
country coefficients equals zero. Thus, running the cross-sectional regression (A2)
subject to the outlined constrains, for each country, we obtain a time series of pure
country factors.
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