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THE STUDY:

Three dozen case
studies on the ef-
fects of stock re-
commendations
of leading interna-
tional business
media were sub-
jected to a meta-
analysis. The long-
term overview
shows a stable
pattern during dif-
ferent stages of
the market cycle:
Stock prices can
move, but the use-
fulness of the in-
vestment advice
remains questio-
nable. This results

in an astonishingly clear
picture of the possibilities
and the limitations of in-
vestment advice published
in the mass media.
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Stock Recommendations and Stock Prices.
Effects and Benefits of Investment Advice in

the Business Media

by Thomas Schuster

With the stock market boom in the
nineties, stock market coverage enjoy-
ed a boom as well. The upswing of the
financial markets was accompanied
by a systematic expansion and a strate-
gic reorientation of the business me-
dia.

In view of the importance attached to
stock recommendations in the media,
the lack of knowledge about this kind
of business communication is surpri-
sing: Neither its effects nor its bene-
fits have been studied systematically.

THE PuBLICITY-EFFECT. Our results de-
monstrate: In the print media, on tele-
vision or the Internet, recommendati-
ons given by stock market commenta-

price pressure through investors who
try to buy the advertised stocks.

Such reactions can sometimes be
particularly strong for smaller stocks
which are not so much in the spot-
light. In these cases, the media can
contribute to short-term overreactions
among investors.

Trend stocks, which have shown a
good performance in the past, can al-
so provoke a marked response. Many
recommendations relate to "hot"
stocks which are already on the
move - but which usually "cool down"
quickly.

INFORMATION-ASYMMETRIES. The know-
ledge about future price surges in-

of the News tors seem to be an incentive for inves-  qyced by the media provides an ex-
- The Advantages for tors to buy stocks. cellent opportunity for front running:
the Insiders

- The Chances of
the Outsiders

- The Role of Journalists
and Analysts

Abrupt and significant price and vol-
ume increases of the stocks com-
mented on can be the consequence.
The experts’ tips generate temporary

The insiders can buy before the rec-
ommendation is published and liqui-
date their positions while the general

(Continued on page 2)

Abstract

The business media play an active role ~ With few exceptions a price rever-  profit from the experts. However, most

in influencing stock prices. Statistically  sal sets in shortly thereafter: Excess  media lack any real information that

significant excess returns at the time returns in recommended stocks are is not yet reflected in stock prices. In

of the publication of stock recommen-  at least partially given up. Many  short: There is no evidence that stock

dations have been documented many stocks now enter a period of un- recommendations published in the

times. Frequently these abnormal gains  derperformance, earning significant  media offer any systematic opportu-

begin to accumulate long before the pub-  negative returns. The return rever-  nity to outperform the market. The

lication date. In most cases they reach  sions indicate that such stock price  evidence leads to the opposite con-

their highs on the day the recommen-  reactions are due to price pressure  clusion: That investors who follow

dations are disseminated to the public.  from "naive" investors hoping to  such advice will lose in the long run.
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public is still on the market. People with access to in-
sider-information hardly have a reason to give up a po-
tential advantage. The incentive to use the informati-

theoretical excess returns - most of which are very
small. So how big are the chances for the public to
profit from stock recommendations? The numbers

on before it is published is high.

Evidence of this is always visible when
the prices of certain stocks increase
immediately before they are recom-
mended to the broad public. The lead
provides a systematic information ad-

o The numbers
don't give much cause

for excuberance.

don‘t give much cause for exuberance.

INFORMATION, BUT NO NEWS. In many
cases, statistical post-hoc analyses do
not even indicate theoretical gains. It
is hardly possible to earn excess re-
turns with the help of business news

vantage and makes it possible to tra-
de for a potential gain in the recommended securi-
ties. In fact, this has been observed repeatedly in prac-
tice.

INSIDERS Vs. OUTSIDERS. The ,classic” case was already
documented in the 1980s: The protagonist of the
scandal was R. Foster Winans, author of the column
"Heard on the Street" at the Wall Street Journal. Wi-
nans passed his information on to stock brokers of
the investment company Kidder Peabody before they
were published and later shared the illegal profits with
them.

After the scandal was exposed, Winans and his con-

in the financial press, such as take-
OVer rumors.

The market reacts efficiently to the published infor-
mation: It is correct in less than 50 per cent of all ca-
ses. Thus it does not have any predictive value, since
it does not cause any systematic effects in stock
prices. In fact, it usually does not have any notice-
able effect on the stock market at all. In other words:
These pieces of information are no news for the mar-
ket.

Studies on the information content of financial websi-
tes arrive at similar insights: Positive comments are
followed by more positive comments. They result in a

tact persons were sentenced for fraud.
A study of the stocks concerned later
came to the conclusion that until the
publication date, the insider tips facili-
tated an excess return of 6.25 per
cent. In the more recent past, empiri-
cal studies repeatedly find evidence

Al things considered,
the returns after the event day

equal Zero.

sharp increase in trading volumes.
However, positive comments do not
result in significant price gains. All
things considered, the returns after
the event day equal zero. This means
that no reliable price forecast can be
derived from the public response in

that insiders trade before the public gets into the
game.

Sudden price surges before stock recommendations
indicate that traders close to those giving the tips
make use of their knowledge of the impending pub-
lication. After the publication, however, frequently only
slight price increases are observed, in spite of the
publicity effect. These imply for the outsiders at best

these finance forums; the opinions expressed there
do not provide forecasts that could be systematically
used.

Opinions do not make the market, but the market de-
termines opinions. Or to put it differently: For the mar-
ket, information published on the message boards is
not news.

(Contiunued on page 3)

The Author

Thomas Schuster, Ph.D., M.A.,
M.A., born in 1965, is Associate
Professor at the Department of
Journalism at Leipzig University.
From 1994 to 1999 he was As-
sistant Professor of Sociology at the
Universitit der Bundeswehr Min-
chen. He has also worked as a
consultant with Roland Berger &
Associates, Germany's leading ma-
nagement consulting company.
Dr. Schuster studied at the univer-
sities of Augsburg, Toronto, at the

Leipzig School of Journalism

University of Notre Dame and
at Columbia University in New
York City: political science, histo-
ry, American studies, peace and
conflict studies and communicati-
on research. In 1994 he received
his Ph.D. at the Freie Universitit
Berlin in political science. Schuster
has published numerous articles
and three books, among them
Staat und Medien and Die Geldfalle.
He has written for leading Ger-
man newspapers, such as Siddent-

sche Zeitung, Frankfurter Rundschan,
taz and, as a regular author, for
Frankfurter Allgemeine Zeitung. Tho-
mas Schuster has received four
highly endowed academic awards:
He was a fellow of the German
Academic Exchange Service (twice),
of the University of Notre Dame
and a Fellow of the Fulbright-Com-
mission. He is an expert in media
and journalism studies as well as
finance and international relations.
www.tom-schuster.de



Working Paper No. 1

Page 3

FIFTY:FIFTY

Surprising price changes in particular are hardly ever
anticipated. The markets are ahead of the opinions.
The discussants act reactively. In brief: Information
published in internet forums does not have any pre-
dictive value.

PERFORMANCE-DISTURBANCES. Price reactions follo-
wing recommendations can be statisti-

transaction fees into account, the equation turns
negative. The quick initial price advance is of no use
to the investor because he does not participate in
it. However, he does participate in the decline in
prices.

Instead of the profit he hoped for, he makes losses
relative to the market, sometimes even considerable
ones. The quick increase in returns is followed by an

immediate price decline - and a con-

cally significant. For the private investor, tinuous deterioration of prices after-
however, it is impossible to benefit from wards. For the public, this return carou-
these small and short-term price move- o The quz'aé sel is not neutral at all: Investors who fol-
ments, which on average amount to . . . low the recommendations lose in the
0.5 to 1.1 per cent. Lnerease i 1etnrns IS | medium term.

Excess returns of this magnitude are Sfollowed by an Even a specific search for the economic
easily exhausted by transaction fees, . i . benefits of the recommendations of fi-
such as order and holding charges, and Lmmediate price nance commentators thus leads to dis-
the bid-ask-spread (the difference be- decline. appointing results. No doubt, stock rec-
tween the buying and the selling price). ommendations can also be correct. Suc-
Already the attempt to benefit from these cessful streaks necessarily occur by

price surges will lead to a balanced re-

sult at best. The recommendations are of use only to
those, if to anyone at all, who already own the stocks
before the publication. Those who buy after the publi-
cation do not have any benefit - they have acquired
an underperformer. The stocks commented on often
begin to develop worse than the benchmark index
from the second day after the recommendation was
published onwards.

Study after study proves: Price movements after tips

chance.

What is decisive is their probability: It is certainly not
a coincidence that out of all studies, those with the
longest study periods come to the conclusion that it
is impossible to outperform the market with the help
of financial advice published in the media.

The longer the study period, that means, the lower
the probability that periodic deviations from the norm
are recorded, the clearer the result: The returns of
the stock recommendations are not due to the know-

published in the media are followed by
price reversals. As soon as public atten-
tion decreases, prices move into the op-
posite direction. Excess returns tend to-
wards zero, or even below. The outperfor-
mance turns into its opposite, gains are
reversed. And a loss is incurred.

This is always a sign for the fact that
prices are not influenced by fundamen-
tal factors, but rather by publicity in the
media. The price pressure after the rec-
ommendations is generated by reactions

., Those who
fall for the tricks
of the noise markers
are systematically
separated from

their money.

how of their authors, but to a random
distribution.

Whether the period considered is six
months or one year, two or three years:
The returns either almost equal zero or
are clearly negative. There are hardly
any positive exceptions.The losses in the
available case studies were between
-0.71 and -6.8 per cent after six months.
After one year, negative returns come to
up to -7.23 per cent.

of uninformed investors.

The information content of the recommendations
only plays a marginal role - if any role at all.

REFLEXIVE RETURN-REDUCTION. The increases in returns
on the publication day are practically irrelevant, since
they are in most cases already reflected in the open-
ing prices. There is therefore no chance to participate
in them. What is decisive is the price trend from the
day after onwards. But the excess returns of various
holding periods, from very short periods to time
frames of several years, are close to zero or even
lower.

Most tips are not only not better than the market,
they even systematically fall behind. After taking

THE (UN-)USEFULNESS OF THE NEws. The
numbers leave no doubt: The majority of stock rec-
ommendations in the media make a medium-term
underperformance compared to a passive investment
strategy highly probable. Those who fall for the tricks
of the noise makers are systematically separated from
their money.

Finance columnist Jane Bryant Quinn thus correctly
remarks: The articles “make it sound like the journa-
list knows the right stocks or mutual funds to buy.
And the fact is we do not.” Consequently, there is no
reason to believe that journalists or their informants
do have the ability to systematically make a superior
stock selection. Under the pressure to comment on

(Continued on page 4)
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Long-term Performance of Buy Recommendations
- Cumulative Excess Returns -

Researcher Publication Period 6 Months 1 Year 2 Years 3 Years
Desai, Liang und Singh (2000)  Wall Street Journal 1993-96 1,77 4,02 6,04 n.a.
Liang (1999) Wall Street Journal 1990-94 -3,80 n.a. n.a. n.a.
Beltz und Jennings (1997) PBS 1990-92 -1,03 n.a. n.a. n.a.
Sant und Zaman (1996) Business Week 1976-88 -6,80 n.a. n.a. n.a.
Desai und Jain (1995) Barron's 1968-91 n.a. 0,21 -0,38% -0,71%®
Mathur und Waheed (1995) Business Week 1981-89 -5,33 n.a. n.a. n.a.
Trahan und Bolster (1995) Barron's 1988 -2,30° -6,92° n.a. n.a
Benesh und Clark (1994) Barron's 1987-88 -4,69 -1,65% n.a n.a
Elseviers Magazine -2,65
Wijmenga (1990) Beleggers Belangen 1978-83 0,16 n.a. n.a. n.a.
de Financiele Koerier -2,67
Pari (1987) PBS 1984-84 -4,18 -7,23 n.a. n.a.
Dimson und Marsh (1986) British Financial Press 1975-82 n.a. -0,4 -1,3 n.a.
Barron's 2,92¢ 3,41 -8,00
Shepard (1977) Forbes 1966-71 1,08* -1,87 n.a. -2,65%
Wall Street Journal -0,71% -3,25 -7,86

This table gives an overview of the cumulative excess returns of stock recommendations published in the media (relative
to the publication date) after 6 months, 1 year, 2 and 3 years.
* statistically not significant ® from the day after the publication date

short-term developments, journalists pretend to pos-
sess competence which they actually do not have.

In short: The business media’s claim in their adver-
tising that they provide a benefit by offering an ad-
vantage to the majority of investors does not stand
up to systematic examination. Investors either do
not benefit from the financial advice published in
the media or are even adversely affected.

The opportunity to outperform the market system-
atically is only available to those insiders, analysts
and journalists as well as people close to them who
put the recommendations into action before their

publication. The logic behind this situation is that the
potential systematic gain of the insiders is derived
from the potential systematic loss of the outsiders.

Therefore, it would not be surprising if, in most cases,
the private investor was left with a negative balance in
the end. For him, the net effect equals zero at best.
Most probably, however, his chances are even worse
than fifty-fifty.

For the sake of honesty, financial advice in the busi-
ness media should bear the following warning: "Atten-
tion: Profits obtained by following our stock recommen-
dations are purely accidental." o
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