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 In this dissertation, I provide two essays that examine how parties in the financial 

communication process attempt to persuade other market participants.  In the first essay, I 

provide a thought piece in which I accomplish two objectives.  First, I explain how the 

financial communications process involves persuasion, which is defined as “any effort to 

modify an individual’s evaluations of people, objects or issues by the presentation of a 

message” (Petty and Cacioppo 1986, p. 25).  The parties on which I focus are corporate 

managers, information intermediaries (hereafter, sell-side analysts), and investors.  I 

describe the typical communications among the three dyads represented by these groups 

(e.g., managers-analysts, analysts- investors, etc.), and argue that it involves persuasion.  

Second, I introduce one persuasion theory—the persuasion knowledge model (PKM)—

and explain how it can increase our understanding of the financial communications 
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process.  The PKM outlines additional factors beyond those suggested by economic 

theory—such as, topic knowledge, persuasion knowledge, and recipient (provider) 

knowledge—that influence the selection of and reaction to persuasion strategies in 

financial communications. 

 In the second essay, I use two experiments to investigate one dyad—e.g., 

analysts-investors—in the communications process.  Within these experiments, I examine 

one persuasion strategy that sell-side analysts might use to persuade investors.  I test the 

hypothesis that including some negative argumentation in a favorable analyst report (e.g., 

two-sided argumentation) acts as a credibility enhancer and augments investor response 

to the positive arguments included in the report.  I also examine whether this effect 

depends on how investors view one- and two-sided reports:  separately or simultaneously.  

Experimental results show that two-sided argumentation influences credibility only when 

one- and two-sided reports are viewed simultaneously.  Further, this credibility effect is 

moderated by the strength of the positive arguments, as credibility is enhanced only when 

the arguments are weak.  In contrast, when one- and two-sided reports are viewed 

independently, two-sided argumentation does not enhance credibility.  Rather, argument 

strength alone determines credibility, as well as the likelihood of investment.  These 

results suggest that, under certain conditions, sell-side analysts can use attributes of 

accounting argumentation to enhance the credibility of their favorable research and 

generate trade. 
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CHAPTER ONE:  INTRODUCTION 
 

 Extant research on financial communications among capital market participants 

focuses primarily on the information content and value relevance of financial disclosures.  

A vast literature studies the information that corporate managers and sell-side analysts 

disclose to the market, and whether and how the market values that information (e.g., 

Healy and Palepu 2001).  This research assumes that managers trade off making 

disclosure choices that communicate their superior knowledge of firm performance to 

investors, with those that manage reported performance for contracting or corporate 

governance purposes (Hutton 2004).  Sell-side analysts are information intermediaries 

who play a role in this process by collecting and interpreting corporate information, and 

then disseminating it to investors in a summarized form—e.g., an investment rating in a 

research report.  Research indicates that sell-side analysts play a valuable role in 

improving market efficiency (Barth and Hutton 2000), and the information in their 

research reports is value-relevant (e.g., Frankel et al. 2006). 

 Despite the voluminous research investigating what managers and sell-side 

analysts communicate to the capital markets, there is little recognition that these 

communicators also make significant and strategic choices about how they will convey 

their information.  To the extent that disclosure choices are examined in academic 

research, they are primarily treated as exogenous variables.  Substantially fewer studies 

examine characteristics of management disclosures or sell-side analyst reports as a 

deliberate and strategic choice.  Moreover, we only have a preliminary understanding of 

how such disclosure choices influence the perceived credibility and, in turn, the market 
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reaction to the information conveyed in the disclosure.  My dissertation attempts to fill 

this void. 

 In this dissertation, I provide two essays that examine how parties in the financial 

communication process attempt to persuade other market participants.  In the first essay, I 

provide a thought piece in which I accomplish two objectives.  First, I explain how the 

financial communications process involves persuasion, which is defined as “any effort to 

modify an individual’s evaluations of people, objects or issues by the presentation of a 

message” (Petty and Cacioppo 1986, p. 25).  I focus on the information shared by 

corporate managers, information intermediaries (hereafter, sell-side analysts), and 

investors.  I describe the typical communications among the three dyads represented by 

these groups (e.g., managers-analysts, analysts-investors, etc.), and argue that it involves 

persuasion.  I cite relevant studies in accounting to illustrate my points.  Second, I 

introduce one persuasion theory—the persuasion knowledge model or PKM (Friestad and 

Wright 1994)—and explain how it can increase our understanding of the financial 

communications process.   

 My persuasion-based analysis is important, because it complements existing 

economic theory by identifying additional factors that influence how financial 

information is communicated to the capital market conditional on disclosure.  The PKM, 

which I discuss in Chapter 2, indicates that individuals who attempt to persuade others 

consider three types of information—namely, topic knowledge, persuasion knowledge, 

and knowledge of the intended message recipient (hereafter, recipient knowledge)—when 

deciding how to present a message.  The message recipient, in turn, draws on similar 
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types of knowledge when interpreting and reacting to such messages.  That is, recipients 

possess their own topic and persuasion knowledge, and hold beliefs about the message 

provider (hereafter, provider knowledge).  These knowledge types interact to determine 

how financial information is both communicated and received by the capital markets. 

 In the second essay, I use two experiments to investigate one dyad—e.g., 

analysts-investors—in the communications process.  In these experiments, I examine one 

persuasion strategy that sell-side analysts might use to persuade investors to follow their 

favorable recommendations (e.g., buy ratings).  Favorable analyst reports and the positive 

information therein may lack credibility because analysts possess numerous incentives 

that encourage reporting optimistically and discourage speaking negatively—e.g., 

generating trading commissions (Cowen et al. 2006), cultivating management relations 

(Francis and Philbrick 1993; Libby et al. 2008), and acquiring investment banking 

business (e.g., Bradshaw et al. 2006; Lin and McNichols 1998).  As a result, investors 

may discount favorable analyst research.  Based on insights from my first essay, I test the 

idea that including some negative argumentation in a favorable analyst report (e.g., two-

sided argumentation) acts as a credibility enhancer and augments investor response to the 

positive arguments included in the report.  I also examine whether the effect of two-sided 

argumentation depends on how investors view one- and two-sided reports:  separately or 

simultaneously.   

 Testing both evaluation modes is important because institutional factors exist that 

may create either joint or separate evaluation settings.  Although investors may evaluate 

reports in isolation (e.g., they may view either a one- or two-sided report, but not both), 
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there also are instances in which investors may jointly evaluate reports.  When deciding 

whether and how to invest capital resources, they may consider a range of investment 

options and evaluate a number of research reports simultaneously.  Recent regulation also 

may induce joint evaluation.  One provision of the Global Analyst Research Settlement 

(SEC 2003) requires the affected brokerage firms to provide investors with independent 

research reports in conjunction with their own reports.  As a result, investors may view at 

least two reports for each company, which also represents a joint evaluation setting. 

 In the first experiment, I provide nonprofessional investors with a favorable sell-

side analyst report containing either all positive accounting arguments or both positive 

and negative accounting arguments (e.g., a one- or two-sided report, respectively).  To 

determine whether they react to the arguments, I also manipulate the strength of the 

positive arguments supporting the analyst’s conclusions (strong or weak).  Each 

participant separately evaluates one favorable analyst report.  In the second experiment, I 

also manipulate the strength of the positive arguments (strong or weak).  However, 

investors receive both one- and two-sided reports, providing evaluations of both analysts 

and both reports.  Results of these two experiments indicate that two-sided argumentation 

influences perceived credibility only when the reports are viewed simultaneously.  

Further, this credibility effect is moderated by the strength of the positive arguments, as 

credibility is enhanced only when the arguments are weak.  In contrast, when one- and 

two-sided reports are viewed independently, two-sided argumentation does not enhance 

credibility.  Rather, argument strength alone determines credibility, as well as the 

likelihood of investment. 
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 The results of this study are informative on both a theoretical and practical level.  

This study adds to a growing area of academic research focusing on the credibility of 

favorable accounting information.  The results of my dissertation suggest that the 

characteristics of the information itself—namely, the type and strength of accounting 

argumentation—can influence the perceived credibility and persuasiveness of favorable 

sell-side analyst reports.  This study is of practical interest to sell-side analysts, as I 

document that analysts can enhance the credibility of their reports by justifying their 

ratings with causal accounting arguments.  In addition, my research indicates that when 

analysts are viewed comparatively alongside their peers, they also may benefit from 

using two-sided argumentation to increase their perceived credibility and, in turn, the 

persuasiveness of their favorable reports.   

 My dissertation proceeds as follows.  Chapter 2 provides a description of the 

persuasive communications among capital market participants, and introduces a 

persuasion theory that provides a framework for understanding how financial information 

is communicated and received by the capital markets.  Chapter 3 draws on this 

framework to investigate one persuasion strategy within one dyad of the communications 

process—e.g., the analyst-investor dyad.   I derive predictions about how investors react 

to two-sided argumentation included in favorable analyst reports, and describe the results 

of the first experiment used to test these predictions.  In Chapter 4, I describe the design 

and results of a second experiment related to these hypotheses.  Chapter 5 provides 

concluding remarks.    

 



CHAPTER TWO:  PERSUASIVE COMMUNICATIONS 
AMONG CAPITAL MARKET PARTICIPANTS 

 
2.1 INTRODUCTION 

The purpose of this chapter is twofold.  First, I explain why persuasion is a key 

ingredient in understanding the communication among capital market participants.  As 

noted earlier, persuasion is defined as “any effort to modify an individual’s evaluations of 

people, objects or issues by the presentation of a message” (Petty and Cacioppo 1986, p. 

25).  The market participants on which I focus are corporate managers, information 

intermediaries (hereafter, sell-side analysts), and investors.  I describe the typical 

communication flow among the dyads represented by these three groups (e.g., managers-

analysts, analysts-investors, etc.), and argue that it involves persuasion.  To support my 

arguments, I cite relevant studies in accounting.  Second, I introduce one persuasion 

theory—the persuasion knowledge model or PKM (Friestad and Wright 1994)—and 

explain how it can enhance our understanding of the communication among capital 

market participants.     

My persuasion-based analysis of the communication among these capital market 

participants is important for several reasons.  A persuasion lens complements existing 

economic theory by identifying additional factors that influence how financial 

information is communicated to the capital market conditional on disclosure.  Despite the 

voluminous research investigating what managers and sell-side analysts communicate to 

the capital markets, there is little recognition that these communicators also make 

significant and strategic choices about how they will convey their information.  To the 
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extent that disclosure choices are examined in academic research, they are primarily 

treated as exogenous variables.  Substantially fewer studies examine characteristics of 

management disclosures or sell-side analyst reports as a deliberate and strategic choice.  

This chapter attempts to fill that void by introducing a persuasion perspective that affords 

additional insights into the disclosure process.   

For example, the PKM (Friestad and Wright 1994), which I discuss in depth in 

this chapter, indicates that individuals who attempt to persuade others consider three 

types of information—namely, topic knowledge, persuasion knowledge, and knowledge 

of the intended message recipient (hereafter, recipient knowledge)—when deciding how 

to present a message.  The message recipient, in turn, draws on similar types of 

knowledge when interpreting and reacting to such messages.  That is, recipients possess 

their own topic and persuasion knowledge, and hold beliefs about the message provider 

(hereafter, provider knowledge).  These types of knowledge interact to determine how 

financial information is both communicated and received by the capital markets.  Explicit 

consideration of managers’ (and sell-side analysts’) topic, recipient, and persuasion 

knowledge can help researchers identify factors that determine disclosure choices beyond 

those already identified by economic theory (e.g., incentives and information precision).  

Researchers might also consider how recipients’ topic, provider, and persuasion 

knowledge affects the extent to which they are persuaded by financial communications.  

In the following paragraphs, I provide examples of how the PKM might help to generate 

refined or, in some cases, different predictions than those produced by economic theory. 
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First, consider empirical research suggesting that professional investors react 

differently to financial disclosures from sell-side analysts than do individual investors 

(e.g., Malmendier and Shanthikumar 2007; Mikhail et al. 2006).  The PKM suggests 

factors that may cause these differences.  That is, PKM suggests that professional 

investors have greater provider knowledge (i.e., a greater awareness about the incentives 

of sell-side analysts) and greater topic knowledge (i.e., a greater understanding about the 

institutional factors that heighten these incentives).  Economic theory, in contrast, does 

not provide this level of detail in understanding why such differences exist.  Based on 

such factors, more refined predictions can be made about recent disclosures designed to 

remedy systematic differences in the extent to which professional and nonprofessional 

investors are persuaded by analyst reports.  The PKM predicts that due to differences in 

topic knowledge, recent regulations requiring sell-side analysts to disclose information 

about potential conflicts of interest (e.g., incentives) would not be sufficient to level the 

playing field between these two groups.  Indeed, research indicates that institutional 

investors recognize that incentives primarily influence certain types of brokerage firms, 

and further discriminate between those types.  Thus, they discount some 

recommendations more than others—e.g., those of medium brokerage houses (e.g., 

Mikhail et al. 2006)—whereas, nonprofessional investors do not. 

Another example of how persuasion theory might complement the insights from 

economics involves predictions about earnings forecasts.  Once managers decide to issue 

a good news earnings forecast, they also must choose the form of that forecast (e.g., point 

or range) and how much additional information to disclose with earnings.  Extant 
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economics-based research suggests that managers select forecast form to signal the 

precision of their information (e.g., King et al. 1990).  More precise forecasts such as 

point forecasts are issued when managers are more certain about future earnings, and less 

precise (e.g., range) forecasts are issued to convey less certainty.  The market reaction to 

this type of signal is mixed (e.g., Baginski et al. 1993; Atiase et al. 2005), as investors 

appear only to discriminate between point and range forecasts when prior forecasting 

accuracy is high (Hirst et al. 1999).  The PKM suggests that managers use this 

understanding about the relationship between market reaction and forecast form (i.e., 

their persuasion knowledge) to make forecast disclosure decisions.  As such, managers 

with high prior reporting accuracy may be more likely to issue point forecasts than those 

with low prior accuracy, as only then will additional costs of precision be rewarded by 

increased persuasion.     

Lastly, consider a third example of how the PKM can enhance our understanding 

of capital market behavior above and beyond that suggested by economic theory.  Sell-

side analysts prepare and issue investment recommendations (e.g., buy, hold or sell) to 

persuade investors to take a particular course of action.  The PKM predicts that investors 

explicitly consider the incentives of sell-side analysts, and what they know about 

persuasion strategies.  Given sell-side analysts’ various incentives for optimism, both 

economic theory and the PKM suggest investors are more (less) likely to be persuaded by 

messages that include information that is inconsistent (consistent) with the provider’s 

incentives (e.g., Crowley and Hoyer 1994; Morgan and Stocken 2003; Priester and Petty 

2003).  However, the PKM takes this one step further by identifying persuasion 
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knowledge as an additional determinant of investor reaction.  When interpreting an 

analyst report, the PKM predicts that investors also consider whether the presentation of 

the message (e.g., the persuasion strategy) conveys information about analyst or report 

quality.  These considerations lead to the prediction that investors will be more likely to 

believe a sell-side analyst report that includes some amount of negative information than 

one that includes strictly positive information, as investors will recognize that the analyst 

is willing to act against his incentives and report negative prospects (cf. Hirst et al. 1995).   

The remainder of this chapter proceeds as follows.  In the next section, I define 

what persuasion is, and what is meant by persuasion strategies.  That section is followed 

by a description of the persuasive communications that exist among capital market 

participants.  I then outline a framework based on the persuasion knowledge model, and 

describe how it can add to our understanding of the financial communications process.  In 

the final section, I provide concluding remarks. 

2.2 WHAT IS PERSUASION? 

As noted earlier, research in psychology defines persuasion as “any effort to 

modify an individual’s evaluations of people, objects, or issues by the presentation of a 

message” (Petty and Cacioppo 1986, p. 25).  By this definition, a significant amount of 

the communications among capital market participants involves persuasion.  For 

example, corporate managers issue financial reports and press releases, and hold 

conference calls and presentations to influence sell-side analysts’ and investors’ beliefs 

about the value of the firm.  Similarly, sell-side analysts express their opinions about 
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companies (and the reasons for those opinions) via their stock recommendations and 

detailed research reports to persuade investors to trade on that information.  

Managers and sell-side analysts persuade others by using persuasion strategies.  

Persuasion strategies are the specific methods by which managers and sell-side analysts 

choose to present their message.  These strategies include choices about items such as 

disclosure venue (e.g., written press release or conference call) and disclosure form (e.g., 

point or range forecast).  In general, managers and sell-side analysts choose persuasion 

strategies that they believe will be most persuasive, or most effectively communicates 

their message to the capital market. 

Although the accounting literature recognizes that managers and analysts have 

incentives to provide self-serving and optimistic disclosures, the goal of persuasive 

financial communications is not necessarily to obfuscate the truth.  In many cases, the 

goal of a disclosure strategy may be to enhance the credibility of a truthful disclosure.  

Because managers and sell-side analysts have incentives to issue optimistic disclosures, 

investors are skeptical when these information providers disclose favorable information.  

As such, managers and analysts choose persuasion strategies to maximize the credibility 

of and, in turn, the market reaction to such disclosures.  These persuasion strategies 

represent purposeful choices about presenting their messages most effectively.  For 

example, an analyst providing a buy recommendation in a research report may choose to 

provide additional information in his research report, such as earnings forecasts or price 

targets, to increase the persuasiveness of the rating (e.g., Bradshaw 2002; Francis and 

Soffer 1997).  Similarly, a manager issuing an optimistic earnings forecast may 
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voluntarily provide component forecasts to increase the credibility and clarity of such 

forecasts (Hirst et al. 2007; Soffer et al. 2003), which ultimately impacts firm valuation 

using such forecasts. 

2.3  DESCRIPTION OF PERSUASIVE COMMUNICATIONS  

In this section, I explain how communications among capital market participants 

involves persuasion.  To illustrate these points, I draw on multiple sources, including 

existing academic research, professional publications (e.g., Chartered Financial Analyst 

or CFA Institute), and the financial press (e.g., Wall Street Journal).  Figure 1 presents a 

general schematic of how information is communicated in the capital markets.  The 

market participants that communicate information include corporate managers, sell-side 

analysts, and investors.  Corporate managers are responsible for managing the firm’s day 

to day activities, and therefore are arguably the most informed about firm-specific 

information, including its operations, risks, and opportunities.  Managers provide 

financial information to the capital markets through financial reports and regulatory 

filings.  In addition, they often voluntarily provide information through venues such as 

management earnings forecasts, press releases, and conference calls.  Sell-side analysts 

are sophisticated market participants who gather information for purposes of monitoring 

and publicly reporting on firms’ future prospects, including offering investment 

recommendations (buy/hold/sell ratings).  Sell-side analysts play a unique role in the 

capital markets as a primary recipient of management communications, and as a major 

provider of information to investors via their research reports.  Finally, investors include 

the individuals and institutions that receive information from managers and sell-side 
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analysts.  Upon receiving such disclosures, individual and institutional investors interpret 

and use the information to make decisions about whether and how to allocate their 

financial resources to the capital markets with the expectation of obtaining a return on 

their investment. 

In Figure 1, I characterize the communication among market participants by three 

dyads:  (1) corporate managers and sell-side analysts (links 1a and 1b), (2) sell-side 

analysts and investors (links 2a and 2b), and (3) corporate managers and investors (links 

3a and 3b).  Within each of these dyads, one party tends to engage in persuasive 

communications (e.g. managers), while the other (e.g. investors) typically reacts to the 

information provided.1  I discuss the typical communication flow within each dyad 

highlighting extant accounting research to illustrate what already is known about the 

persuasive communication process.  I also explain why some communication flows (e.g., 

managers to investors) are more likely than others. 

2.3.1 Persuasion of Sell-Side Analysts by Managers (Link 1a in Figure 1) 

 As indicated in Figure 1, the communication between corporate managers and 

sell-side analysts is ultimately an interactive process; however, it may be logical to view 

financial communication as originating with the firm.  Survey evidence suggests that 

most corporate managers view themselves as proactively engaging in communications 

with sell-side analysts with the goals of persuading them to (1) follow the firm, and (2) 

adopt positive beliefs about firm value (Eccles and Mavrinac 1995).  Attracting sell-side 

                                                      
1 I do not rule out the possibility that persuasion also occurs in the opposite direction (e.g. from investors to 
managers); however, for purposes of this discussion, I focus on the more typical relationship between the 
two parties. 
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analysts is an important objective, as research finds that analysts positively influence 

market efficiency (Barth and Hutton 2000; Gleason and Lee 2003), improve stock 

liquidity (Brennan and Tamarowski 2000; Irvine 2003), and enhance the credibility of 

management disclosures (Jennings 1987; Mercer 2004).  Convincing sell-side analysts 

that the firm has high investment value is important to managers, as analysts are 

important information intermediaries who provide investment advice to both institutional 

and individual investors. 

 To persuade sell-side analysts to follow the firm, corporate managers rely on 

persuasion strategies to increase the perceived attractiveness of the firm.  One such 

strategy is to increase the amount and quality of corporate disclosures (Lang and 

Lundholm 1996).  Research by Bhushan (1989) suggests that sell-side analysts perform a 

cost-benefit analysis when deciding what firms to cover.  Thus, firms that want to attract 

sell-side analyst following must influence this cost-benefit tradeoff.  Increasing the actual 

or perceived availability of financial information reduces the perceived cost and, hence, 

increases the attractiveness of following their firm.  Bushee and Miller (2005) find that 

firms intentionally increase the number of press releases they issue to attract the attention 

of sell-side analysts.  Another way that managers attract and maintain analyst following is 

by providing prospective and established analysts with direct opportunities to seek 

additional information through corporate presentations (e.g., such as those made to the 

New York Society of Security Analysts) or conference calls (e.g. Bowen et al. 2002; 

Francis et al. 1997).  Empirical evidence suggests that both mechanisms are effective in 

increasing analyst following (e.g. Bowen et al. 2002; Francis et al. 1997); however, 
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studies also suggest that the actual information offered in these two venues differs 

greatly.  Although participation in conference calls results in greater forecast accuracy, 

there is no such benefit from involvement in corporate presentations (Bowen et al. 2002; 

Francis et al. 1997; Kimbrough 2005).  These results suggest that it is the perceived 

opportunity to gather information that persuades analysts to follow a firm rather than the 

actual information provided at such meetings. 

 Another way that corporate managers persuade analysts to follow their firm is to 

increase the firm’s perceived value.   Anecdotal and empirical evidence suggest that sell-

side analysts prefer to follow firms with favorable future prospects (Das et al. 2006; 

McNichols and O’Brien 1997).  Prior accounting research identifies two ways in which 

managers may accomplish this:  (1) by selectively disclosing favorable information, and 

(2) by strategically presenting information (e.g., using disclosure characteristics) to 

maximize (minimize) the response to positive (negative) information.  In addition, once 

firms have achieved analyst following, managers continue to use these persuasion 

strategies to influence sell-side analysts’ evaluations of firm performance—e.g., their 

stock recommendations and earnings forecasts.   

 Consistent with the idea of selective disclosure, evidence suggests that firms who 

voluntarily disclose earnings forecasts have more positive earnings news than those who 

do not (Clarkson et al. 1994; Lev and Penman 1990).  Moreover, interviews with both 

analyst and managers suggest that managers indeed intentionally try to highlight the 

favorable aspects of the firm in voluntary communications to analysts, while offering 

little or no downside risk areas when feasible (Epstein and Palepu 1999; Holland 2005).  
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Of course, this selective disclosure strategy appears to be somewhat limited by both 

reputational (Graham et al. 2005) and litigation concerns (Skinner 1994; Francis et al. 

1994).  Thus, when bad news is imminent, managers state that they prefer to preempt bad 

news revelation from other sources, as it allows them to persuade the market that they 

have a high disclosure reputation, as well as spin the negative news in the best possible 

light (Graham et al. 2005). 

 Less well understood is the extent to which firms use the second type of 

disclosure strategy—namely, the strategic use of disclosure characteristics—to persuade 

analysts about their investment value.  To a large extent, economic theory assumes that, 

as sophisticated investors, analysts can undo managers’ persuasion strategies.  For 

example, economic theory predicts that even if a disclosure is designed to paint the firm 

in an overly optimistic light by emphasizing positive information, analysts will be able to 

undo these strategies.  Perhaps it is for this reason that a limited number of empirical 

studies exist which investigate the strategic use of disclosure characteristics on analysts’ 

judgments—e.g., their earnings forecasts and stock recommendations.   

 The studies that do exist provide mixed evidence about whether managers can 

effectively influence the evaluations of analysts using persuasion strategies.  On the one 

hand, research indicates that analysts appear to be influenced by the structure of 

managers’ causal narratives that often accompany management earnings forecasts.  That 

is, holding constant the information provided, analysts provide higher earnings forecasts 

when they read a story about managers’ future plans to improve performance than when 
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such information is provided in the form of a list (Sedor 2002).2    On the other hand, 

research shows that managers are unable to increase sell-side analysts’ valuation 

judgments by using other presentation strategies, such as merely disclosing (Frederickson 

and Miller 2004; Gu and Chen 2004) or emphasizing pro forma earnings in their earnings 

disclosures (Elliott 2006).  Similarly, analysts appear to discern between plausible and 

implausible explanations for poor earnings performance.  Although managers are able to 

persuade analysts that poor performance is temporary and, in turn, achieve higher 

valuations (e.g., less negative ones) by blaming poor performance on plausible external 

explanations, they are unable to achieve such benefits by providing implausible 

explanations (Barton and Mercer 2004).   

 In sum, the empirical accounting literature indicates that corporate managers try 

to persuade analysts to initiate and continue coverage, as well as provide higher 

investment judgments of their firms.  In some cases, it appears that such persuasion is 

effective, even when the benefits to analysts are questionable; however, in other cases, 

analysts appear to ignore or discount managers’ persuasion attempts. 

2.3.2 Persuasion of Managers by Sell-Side Analysts (Link 1b of Figure 1) 

 Although not as common as the communications from managers to sell-side 

analysts, the accounting literature identifies a few instances in which sell-side analysts 

attempt to persuade corporate managers through public disclosures.  The primary goal of 

sell-side analysts in these communications is to convince corporate managers to amplify 

on current disclosures or increase the quality of future disclosures. 
                                                      
2 However, analysts can somewhat mitigate this persuasion strategy if they are specifically instructed to 
think of reasons why such plans may not materialize (Kadous et al. 2006). 
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 One way in which analysts try to persuade managers is by publicly rating their 

firms’ corporate disclosures.  Prominent analysts provide industry-adjusted ratings of 

corporate disclosures for the Chartered Financial Analysts (CFA) Institute (formerly the 

Association for Investment Management and Research—AIMR) as a means of “actively 

encouraging the improvement of reporting and disclosures practices of publicly owned 

corporations” (Lang and Lundholm 1993).  This rating mechanism persuades managers to 

adapt future reporting practices to improve analysts’ understanding of firm operations, 

and to avoid developing a reputation for providing opaque disclosures. 

 Extant research also identifies that analysts can use their own forecasting behavior 

as a strategy to persuade managers to increase the amount or quality of corporate 

disclosures.  Sell-side analysts may forecast component information such as cash flow 

forecasts (DeFond and Hong 2003) to influence managers to improve the quality of 

financial reporting.  Such forecasts allow sell-side analysts (and investors) to judge the 

quality of reported earnings on an ex post basis.  By increasing the cost of earnings 

management (e.g., by increasing the threat of exposure), analysts may dissuade managers 

from manipulating earnings (McInnis and Collins 2006).   

2.3.3 Persuasion of Investors by Sell-Side Analysts (Link 2a of Figure 1) 

 As information intermediaries, sell-side analysts increase the flow of financial 

information to the capital market by collecting, interpreting, and disseminating 

knowledge about firm performance (Ramnath et al. 2005).  Thus, as discussed in the 

previous section, sell-side analysts are among the primary recipients of persuasive 

corporate disclosures.  However, sell-side analysts also engage in their own persuasive 
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communications when disseminating information to investors.  After collecting and 

integrating information from multiple data sources beyond management disclosures (e.g., 

trade journals, customers, suppliers, etc.), they prepare research reports for distribution to 

institutional and individual investors.  Such research reports include an investment 

recommendation (e.g., buy, hold, or sell rating), as well as other supporting information 

to justify the recommendation.  As both institutional and individual investors lack either 

the resources or the sophistication to synthesize all publicly available financial 

information, they frequently rely on sell-side analysts to guide their investment decisions.  

As such, it makes sense that analysts attempt to maximize the persuasive appeal of their 

reports for these intended recipients. 

 Although the literature has documented several reasons why analysts may want to 

optimistically bias their recommendations and persuade investors to follow them—

namely, to generate trading commissions (e.g., Cowen et al. 2006; Lin and McNichols 

1998) or to curry favor with (avoid retaliation from) management (e.g., Chen and 

Matsumoto 2006; Francis and Philbrick 1993), there also are reasons why analysts want 

to issue high quality research and persuade investors to follow it.  Sell-side analysts profit 

from developing a reputation for high quality research and attracting large institutional 

brokerage clients as a result.  Investors who are persuaded by overly-optimistic research 

will earn disappointing returns and, eventually, learn to discount or ignore the 

recommendations of such biased analysts.  Sell-side analysts also may be compensated 

based on the perceived external quality of their recommendations, which is measured by 

the Institutional Investor All-American Research Team rankings (Michaely and Womack 
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1999).  Furthermore, research indicates that analysts who produce less accurate forecasts 

(and, perhaps more biased ones) than their peers have a higher probability of turnover 

(Mikhail et al. 1999).  Thus, empirical evidence suggests that analysts have both 

reputable and nefarious reasons to use persuasion strategies to persuade investors.   

 To persuade investors to follow their investment recommendations (e.g., buy, 

hold, and sell ratings), research suggests that sell-side analysts vary the amount and type 

of supporting information that they provide in their research reports.  Empirical evidence 

suggests that favorable investment recommendations (e.g., upgrades) are associated with 

the inclusion of more optimistic arguments (e.g., detailed qualitative or quantitative 

statements) whereas unfavorable recommendations (e.g., downgrades) include more 

pessimistic statements (Asquith et al. 2005).  On average, such arguments appear to 

increase the persuasiveness of analysts’ recommendations, as both survey and empirical 

evidence suggests that investors react more to the strength of these arguments than they 

do to the summary recommendations and forecasts alone (Asquith et al. 2005; Boni and 

Womack 2003; Hirst et al. 1995).  

 Analysts also are more likely to provide price targets with favorable 

recommendations as compared to unfavorable recommendations to persuade investors 

(Bradshaw 2002).  Such price targets may be effective in increasing persuasion, as they 

provide investors with concise, explicit, and quantified statements about expected firm 

value (e.g., Kadous et al. 2005).  However, analysts appear only to use this strategy when 

such price targets can support the recommendation.  That is, if a price target using the 

analyst’s own earnings forecast cannot support the favorable investment rating, analysts 
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omit the price target disclosure (Bradshaw 2002) as such information would decrease 

persuasion.  Instead, analysts attempt to persuade investors using primarily qualitative 

statements.  Similarly, analysts prefer to persuade investors to follow unfavorable 

recommendations (e.g., downgrades or sell recommendations) by blaming poor 

performance on industry-specific statistics (Bradshaw 2002).  Analysts’ preference to use 

industry statements in unfavorable reports may arise because such statements allow 

analysts to avoid making negative firm-specific statements and, thus, curry favor with 

management. 

 Another disclosure strategy that analysts use to persuade investors of their 

superior recommendations is by including in their research reports bold or high-

innovation revision forecasts (i.e., forecasts that move away from their prior own or the 

prior consensus forecast).  Bold forecasts signal high research quality because such 

forecasts are associated with higher accuracy (Clement and Tse 2005) and are more risky 

to issue, as analysts who issue inaccurate bold forecasts experience negative career 

outcomes (Hong et al. 2000; Kadous et al. 2007).  Consistent with bold forecasts 

possessing high persuasive appeal, Gleason and Lee (2003) find that high-innovation 

revisions trigger a stronger immediate market response than do low-innovation revisions, 

holding constant the size of the news.  

 Finally, to persuade investors to trade on their investment recommendations, 

analysts may disclose information about the valuation models used to arrive at their 

ratings.  Research indicates that earnings forecasts provided in analyst reports do not map 

into summary stock recommendations using commonly-taught valuation techniques such 
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as discounted cash flows or residual income models.  Rather, the vast majority of sell-

side analyst recommendations reflect the use of simple heuristic models—namely, price-

earnings (P/E) multiples or price-earnings-to-growth (PEG) models—to generate price 

targets and the related recommendations (Asquith et al. 2005; Bradshaw 2004).  From a 

valuation standpoint, this finding is puzzling; however, from a persuasion perspective, 

such models may reflect a conscious choice by analysts as (1) such models may be 

required to justify and, in turn, convince investors to follow a favorable recommendation 

(Koonce and Mercer 2005), or (2) they believe simpler models are more persuasive than 

outlining the various assumptions of more complex valuation models.  

 Taken together, these studies suggest that sell-side analysts persuade investors by 

varying the amount or type of information that they provide with their summary 

investment recommendations.  The majority of such research has focused on the presence 

and reaction to such strategies, and less attention to the explicit determinants or choice of 

such strategies. 

2.3.4 Persuasion of Sell-Side Analysts by Investors (Link 2b of Figure 1) 

 Evidence of persuasive communications from investors to sell-side analysts is 

extremely limited.  One way that investors influence sell-side analyst reporting behavior 

is by providing feedback to the analyst community on the usefulness of their research 

reports.  Recent events suggest that individual investors influence analyst reporting 

behavior through their public criticism of research quality.  Complaints about overly-

optimistic analyst research in the wake of falling market prices prompted several 

structural reforms and new reporting requirements (Global Analyst Research Settlement 
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2003).  Such reforms were implemented to improve the quality of information 

disseminated to investors and, in turn, improve the quality of investment decisions. 

 Institutional investors also have the opportunity to regularly and publicly rate sell-

side analyst research quality.  Two widely publicized sources of analyst ratings are:  (1) 

the Institutional Investor’s All-America Research Team (II All-Stars), and the Wall Street 

Journal’s Survey of Award Winning Analysts (Desai et al. 2000).  By publicly rating sell-

side analysts, institutional investors implicitly persuade sell-side analysts to strive for a 

reputation for producing high quality research. 

 Lastly, evidence suggests that investors also may attempt to influence sell-side 

analyst reporting by switching (or threatening to switch) their trading business from one 

brokerage firm to another (Boni and Womack 2002b).  Sell-side analysts often are 

employed by full-service brokerage firms that earn significant trading commissions from 

institutional investor clients that execute trades with their firm.  Thus, institutional 

investors can persuade analysts to improve future research quality by threatening to lower 

future trading commissions.  Unfortunately, anecdotes also indicate less reputable uses of 

this persuasion strategy.  For example, Acting SEC Chairman Laura Unger warned 

investors that institutional clients may use their trading power to influence sell-side 

analysts to report optimistically, as downgrading stocks would hurt such clients’ existing 

portfolios (Unger 2001). 

2.3.5 Persuasion of Investors by Managers (Link 3a of Figure 1) 

 Firms disclose information to investors in many forms.  According to the 

Chartered Financial Analysts (CFA) Institute/National Investor Relations Institute (NIRI) 
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Task Force, corporate managers provide the majority of firms’ financial and 

performance-related information directly to investors via public venues such as:  

prospectuses, quarterly financial statements, regulatory filings (e.g., annual financial 

statements, management discussion and analysis, etc.), proxies, press releases, conference 

calls, websites, annual reports, and shareholder meetings (CFA Institute/NIRI Task Force 

2004). 3  Within these communications, a significant number of persuasive strategies 

have been documented in the accounting literature, along with investors’ reactions to 

such disclosures.  To illustrate the types of persuasive communications provided f

managers to investors, I discuss a selection of these strategies in two primary categories:  

(1) the type or amount of information provided, and (2) the presentation of information.   

rom 

                                                     

 Type or Amount of Supporting Information.  Because managers have greater 

incentives to provide overly positive disclosures than overly negative disclosures 

(McNichols 1989), research finds that they often supplement their good news 

management earnings forecasts with additional information to increase the 

persuasiveness of such disclosures.  One way in which managers attempt to persuade 

investors of positive current or future earnings performance is to provide additional 

information along with their management earnings forecasts or current period earnings 

announcements.  For example, managers are more likely to supplement good news 

earnings forecasts with verifiable forward looking disclosures, such as cash flow 

 
3 The corporate information that managers provide through public channels represents a combination of 
mandatory and voluntary disclosures.  Mandatory disclosure consists of the minimum level of information 
that firms are required to disclose via regulation.  Voluntary disclosure represents information provided via 
purely voluntary venues (e.g. management forecasts), as well as information provided in mandatory 
communications beyond that required. 
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forecasts or component earnings forecasts (e.g., disaggregated forecasts), than their bad 

news disclosures to persuade investors that such disclosures are credible and achievable 

(Hutton et al. 2003).  Such disclosures appear to be effective, as they provide investors 

with an idea of management’s certainty about the forecast, the clarity of the forecast, and 

an opportunity to evaluate the quality of the forecasts (Hirst et al. 2007). 

 Other research documents the use of additional information to influence investors’ 

reactions to unexpected earnings news, regardless of the valence of the news.  That is, 

Wasley and Wu (2006) document that the likelihood of issuing a cash flow forecast 

increases when there is unusually good or unusually bad news in earnings.  Moreover, 

these firms tend to have better cash flow information than those who do not issue 

earnings forecasts, suggesting that managers use cash flow forecasts to influence 

investors’ beliefs about earnings news—namely, to mitigate the negative impact of bad 

news and to lend credibility to good news.  Consistent with research on earnings 

forecasts, investor reaction to cash flow forecasts is somewhat moderated by the 

ambiguity or ex post verifiability of such forecasts (Cao et al. 2006). 

 Corporate managers also use certain persuasion strategies primarily with bad 

news disclosures.  Research finds that managers often use causal attributions to explain 

their management earnings forecasts, and that such statements are more likely provided 

with bad news forecasts (Baginski et al. 2000; 2004).  Although one reason to issue 

external attributions with bad news forecasts might be to avoid negative price reactions, 

results of these studies indicate that such explanations are associated with more negative 

price reactions to management forecasts holding constant forecast news (Baginski et al. 
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2004).  Thus, it may be that the purpose of such attributions is to persuade investors that 

the underlying bad news forecasts represent credible beliefs, given some managers’ 

incentives to falsely lower expectations to achieve positive earnings surprises (Libby et 

al. 2008; Ke and Yu 2006). 

 Finally, empirical evidence indicates that managers also use additional 

information to persuade investors about firm value when earnings are relatively 

uninformative.  As mentioned previously, cash flow forecasts are more likely issued 

when earnings include unusually bad news (Wasley and Wu 2006).  Prior research 

indicates that in such circumstances, earnings have lower predictive power (e.g., Hayn 

1995; Graham et al. 2005).  Similarly, research also indicates that managers voluntarily 

disclose balance sheet information with quarterly earnings announcements when current 

earnings are relatively less informative, or when future earnings are relatively less certain 

(Chen et al. 2002).  It is not clear, however, whether such a strategy helps them achieve 

higher valuations. 

 Presentation of Information.  Evidence suggests that corporate managers use the 

latitude offered in financial reporting to influence or even distort institutional and 

individual investors’ judgments about firm value using presentation and classification 

strategies (Engel et al. 1999; Gramlich et al. 2001).  For example, research shows that 

professional and/or nonprofessional investor valuation judgments are differentially 

influenced by a non-recurring gain, depending on its financial statement presentation—

namely, whether it is presented on the income statement, on the statement of 

stockholders’ equity, or in a separate statement of comprehensive income (Hirst and 
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Hopkins 1998; Maines and McDaniel 2000).  Similarly, sophisticated investors’ 

evaluations of firm value also are influenced by the presentation of an item within a 

financial statement—e.g., whether a hybrid security is classified as either debt or equity 

(or mezzanine) on the balance sheet (Hopkins 1996). 

 Another presentation that managers use to influence investors’ beliefs about 

current period performance and, in turn, firm value, involves strategically selecting prior 

period benchmarks.  Specifically, Schrand and Walther (2000) find that firms are more 

likely to separately report prior period transitory gains than losses, as doing so provides 

the lowest possible benchmark against which to measure current period performance.  

This type of disclosure improves the perception of current period performance by 

maximizing (minimizing) positive (negative) news.  If the prior period event were truly 

non-recurring, highlighting the item arguably would lead to more appropriate evaluations 

of company performance.  However, managers appear to strategically avoid reminders of 

prior period losses (Schrand and Walter 2000).  Thus, investors may unintentionally 

make overly optimistic evaluations of company with prior period losses, if they are 

unable to recall the prior period transitory losses (Krische 2005). 

2.3.6 Persuasion of Managers by Investors (Link 3b of Figure 1) 

 Although there is evidence suggesting that investors try to persuade managers, 

this direction of persuasive communication appears less typical.  Thus, there are 

relatively few studies that identify specific persuasion strategies that individual or 

institutional investors use to influence managers.  The literature does, however, identify 

that investors might use trading behavior to express their pleasure or displeasure with 
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management.  Indeed, there are several studies that provide evidence consistent with this 

assertion.  For example, Bushee (1998) provides evidence that fears of large-scale trading 

by transient (i.e., short-horizon) institutional investors create incentives for managers to 

sacrifice long-term investment in research and development (R&D) to avoid a decline in 

current earnings.  In contrast, when a firm’s investor base is dominated by institutions 

with longer investment horizons (i.e., dedicated and quasi-indexer investors), managers 

were less likely to cut R&D to meet earnings targets (Bushee 1998). 

 Another example relates to investors using trading behavior to express their 

preference for smooth earnings.  Survey evidence suggests that managers believe that 

investors have a clear preference for a smooth earnings stream, and place a higher (lower) 

price-earnings multiple on companies with smooth (volatile) earnings (Graham et al. 

2005).  In fact, such managers state that investors reward even an artificially smoothed 

earnings stream with a higher earnings multiple.  Consistent with this notion, research 

shows that companies that produce consistent upward-trending earnings trade at premium 

price-earnings multiples (Barth et al. 1999), and this premium reverses immediately if the 

smooth stream is broken.  Once again, this pressure for smooth earnings may be 

attributable to the trading behavior of transient institutional investors.  Recent research 

identifies that it is primarily transient institutions that buy heavily during upward earnings 

trends, and sell rapidly when a break appears imminent (Ke and Petroni 2004). 

2.4 A PERSUASION FRAMEWORK FOR THE CAPITAL MARKETS 

The previous sections describe how communications flow in the capital markets, 

and provide examples of persuasion strategies already identified in the literature.  In this 
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section, I introduce the persuasion knowledge model (PKM) and explain how it can help 

us understand the nature of these communications. 

2.4.1 The Persuasion Knowledge Model 

 Although a number of theories exist in the persuasion literature, I draw on the 

PKM primarily because of its comprehensive nature.  It emphasizes how three different 

categories of knowledge—e.g., topic knowledge, persuasion knowledge, and 

recipient/provider knowledge—held by information providers and recipients interact to 

influence how persuasive messages are exchanged between two parties.  The PKM 

describes persuasion as a strategic interaction occurring when one party attempts to 

influence the actions of another by the presentation of a message (Friestad and Wright 

1994).  Thus, it is much like the dyadic characterization of financial communications 

depicted in Figure 1 and described in the previous section.  As such, I argue that the 

knowledge categories put forth by the PKM have the potential to inform accounting 

researchers about the financial disclosure process. 

Figure 2 presents the PKM as it applies to the financial communications among 

capital market participants.  As mentioned previously, the PKM indicates that 

information providers (i.e., managers and sell-side analysts) attempt to persuade the 

capital markets by communicating a message.  Providers consider three sources of 

knowledge—namely, topic knowledge, persuasion knowledge and knowledge of the 

message recipient (hereafter, recipient knowledge)—when deciding how to present this 

message.  Information recipients, which may include both analysts and investors, draw on 

similar types of knowledge when interpreting and reacting to providers’ persuasive 
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messages.  That is, the PKM asserts that recipients possess their own topic and persuasion 

knowledge, and hold beliefs about the message provider (hereafter, provider knowledge).  

These three types of knowledge interact to determine how information is communicated 

and received. 

In a capital market setting, topic knowledge consists of the public and/or private 

information held about a company and its industry, as well as financial reporting 

expertise.  Recipient (provider) knowledge includes beliefs about the expectations, goals 

and/or incentives, and competencies of the message recipients (providers).  For example, 

recipient knowledge includes beliefs about the investment horizons of investors (e.g., 

short-term or long-term), as well as an understanding of the average sophistication level 

of investor groups.  Indeed, research suggests that (pre-Reg FD) managers considered the 

sophistication of the average investor when deciding whether to hold open versus closed 

conference calls) (Bushee et al. 2003).  Similarly, provider knowledge might include an 

understanding about managers’ and analysts’ incentives for reporting optimistically.  

Lastly, persuasion knowledge involves a familiarity with financial disclosure practices, 

including one’s beliefs about the existence or efficacy of specific persuasion strategies.  

Persuasion knowledge develops over time as individuals use strategies to persuade, and 

as they are persuaded by others.  An important part of persuasion knowledge is the 

“change of meaning” that occurs when individuals recognize a disclosure as persuasion 

(Friestad and Wright 1994).  This means that individuals will interpret and respond to 

information with behavior specifically designed with the persuasive intent of the 

communication in mind. 
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Although the accounting literature has not directly examined how persuasion 

knowledge influences the selection of persuasion strategies, there are a few studies that 

illustrate how such knowledge might help managers avoid unintended consequences of 

disclosure.  One such example relates to the effects of disclosure form on reactions to 

financial instrument disclosures.  In an experimental study, Koonce et al. (2005) show 

that the labels that managers use to describe firms’ financial instruments (e.g., interest 

rate hedge or swap) influence the perceived risk of the position, holding constant the 

underlying economics.  Managers who are unaware of these persuasion effects may 

inadvertently cause investors to perceive a higher level of risk than warranted.  On the 

other hand, managers with more experience with financial instruments and who observe 

investors’ reactions to the financial disclosures thereof may take advantage of such 

labeling effects to receive more favorable risk assessments.    

Before providing more detailed examples of how these types of knowledge 

interact to influence persuasion, I make two points about the quantity and quality of 

knowledge held by providers and recipients.  First, although the PKM suggests that 

providers and recipients may possess knowledge in each of these categories, it likely is of 

differing quantity and/or quality.  Otherwise, information providers would have nothing 

to persuade.  As an example, managers may possess more private, company-specific 

knowledge than other capital market participants.  It is this information asymmetry that 

gives them the incentive to communicate, and provides them with the opportunity to 

select a strategy that maximizes message persuasion.   
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Second, it is important to recognize that the knowledge held by different message 

recipients also varies significantly.  This variation has significant implications for 

predicting systematic differences in the reaction to financial disclosures.  To illustrate, 

consider the relative amounts of topic knowledge held by institutional and individual 

investors, and how those levels compare to the knowledge of the managers or sell-side 

analysts attempting to persuade them.  Institutional investors may possess topic 

knowledge much more similar to that of managers or sell-side analysts than do individual 

investors, as they generally will possess expertise in financial reporting and a solid 

understanding of industry-level factors.  In contrast, individual investors likely possess 

much lower levels of knowledge than that of the managers and sell-side analysts 

attempting to persuade them.  Thus, the PKM predicts that institutional investors will 

react quite differently to corporate and sell-side analyst disclosure than will individual 

investors.  Supporting this idea, research finds that institutional investors attend to 

different information within the disclosure and/or discount the information that is 

perceived to be strategically (e.g., Elliott 2006; Frederickson and Miller 2004; Mikhail et 

al. 2006).  On the other hand, individual investors often take disclosures at face value.  As 

such, overall firm valuations may differ significantly between these two groups. 

2.4.2 Applying the PKM to Financial Communications 

 The PKM presented in Figure 2 has the potential to inform researchers about the 

financial communications process, as it identifies three specific categories of knowledge 

that interact to influence how financial information is both communicated and received 

by the capital markets.  Explicit consideration of managers’ (and sell-side analysts’) 
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topic, recipient, and persuasion knowledge can help researchers identify factors that 

determine disclosure choices beyond those already identified by economic theory (e.g., 

incentives and information precision).  Likewise, researchers might also consider how 

recipients’ topic, provider, and persuasion knowledge affects the extent to which they are 

persuaded by financial communications.  In the following paragraphs, I provide three 

areas in which the PKM can expand our understanding of persuasive communications 

among capital market participants. 

 The first example focuses specifically on increasing knowledge about the analyst-

investor dyad.  Prior research suggests that some investors consider the incentives of sell-

side analysts when deciding how to react to favorable research reports (e.g., buy ratings).  

Existing studies consider how different analyst characteristics, such as brokerage 

affiliation or reporting reputation (e.g. All-Star status) influences investor reaction (e.g., 

Lin and McNichols 1998; Gleason and Lee 2003).  However, one aspect that has not been 

fully considered is whether the type of supporting disclosures used by sell-side analysts 

in their research reports can increase their credibility and, in turn, the persuasiveness of 

their favorable investment ratings.  In Chapter 3 and 4 of my dissertation, I explore this 

question using two experiments.  I investigate whether sell-side analysts who provide 

both positive and negative arguments in their favorable reports are perceived to be more 

credible than those who provide strictly positive arguments.  Drawing on the PKM, I 

predict that investors use their persuasion knowledge about typical disclosures, as well as 

their knowledge about analyst incentives in reacting to this persuasion strategy.  Speaking 

negatively contradicts analyst incentives toward optimism and investors’ expectations for 
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analyst behavior.  Thus, I expect that two-sided argumentation will increase investors’ 

perceptions that the analyst is honest, and that the positive claims made in the report are 

credible. 

 A second example involves improving our understanding of how differences in 

the knowledge of recipients within one dyad, or those in different dyads, causes cross-

sectional differences in the market reaction to management disclosures.  For example, 

managers may provide information that is intended to persuade analysts, institutional 

investors, and retail investors.  This framework may help us to predict how differences in 

the topic knowledge (e.g., knowledge of the company) and persuasion knowledge (e.g., 

knowledge of persuasion strategies available) interact to influence reactions to specific 

disclosures.  From a practical standpoint, researchers might be able to develop hypotheses 

to test whether prescribed disclosure remedies can resolve differences in the reactions of 

professional and nonprofessional investors (e.g., “level the playing field”), or whether 

new differences will be created.   

 For instance, future research might investigate differences in investor reaction to 

pro forma disclosures.  Extant research (e.g., Frederickson and Miller 2004 and Elliott 

2006) provides evidence that when earnings announcements present pro forma earnings 

before GAAP earnings (e.g., emphasize pro forma numbers), the judgments of 

nonprofessional investors are influenced by such pro forma disclosures.  Yet, the 

judgments of professional investors and sell-side analysts are not affected.  Interestingly, 

however, in the presence of a quantitative reconciliation, this result appears to reverse.  

That is, when provided a detailed reconciliation, nonprofessional investors underreact to 
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pro forma earnings as compared to sophisticated investors.  The interaction between topic 

and persuasion knowledge may explain the systematic differences in the reaction to these 

pro forma disclosures.  For professional investors (e.g., analysts), a quantitative 

reconciliation likely increases the credibility of and, therefore, analysts’ reactions to pro 

forma earnings, as it provides evidence that the pro forma number represents value-

relevant information.  In other words, analysts’ can use their financial expertise to 

ascertain that the pro forma disclosure is not an unfounded persuasion attempt.  In 

contrast, individual investors who receive pro forma disclosures may not recognize they 

are being persuaded until they are provided with the quantitative reconciliation (e.g., a 

change of meaning occurs).  The quantification of the reconciling items highlights the 

fact that there are multiple adjustments being made to the GAAP earnings number, and 

that managers are trying to persuade them.  Since nonprofessional investors lack the 

expertise to evaluate the validity of the reconciling items, they may use the presence of 

the reconciliation as a cue to discount the pro forma earnings (Petty and Cacioppo 1986), 

and instead base their judgments on GAAP earnings. 

 Finally, researchers interested in the effects of institutional ownership on financial 

disclosures may benefit from the PKM framework in Figure 2.  The PKM suggests that 

managers use their topic (e.g. private and public company-specific information) and 

beliefs about the intended recipients to make choices about how to send a persuasive 

communication.  Explicitly considering the interaction of these factors may lead to 

specific predictions about disclosure choices based on observed levels of institutional 

ownership or analyst following.  Supporting this idea, prior research reveals that firms 
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with more complex financial disclosures tended toward closed conference calls prior to 

Reg FD to allow sophisticated market participants (institutional investors and sell-side 

analysts) to interpret the information and avoid volatility associated with individual 

investor trading (Bushee et al. 2003).  What remains to be learned is whether levels of 

institutional ownership or analyst following can help to explain variation in disclosure 

choices.  Although the prior literature links institutional ownership and analyst following 

with corporate disclosure quality in general, it is not clear whether the presence or 

absence of specific strategies (e.g., benchmarking) in voluntary disclosures would be 

captured by such a measure.  Future research could explore more completely the link 

between persuasion strategies and investor holdings. 

2.5 CONCLUDING REMARKS 

 In this chapter, I illustrate how the communications among capital market 

participants is well-characterized by a persuasion perspective.  I argue that persuasive 

communications are comprised of three dyads:  (1) managers and sell-side analysts, (2) 

sell-side analysts and investors, and (3) managers and investors.  In each of these dyads, 

one party tends to engage in persuasive communications (e.g., managers) with the 

purpose of influencing the beliefs or actions of another (e.g., investors).  I describe the 

typical communication flow within these dyads, and use existing accounting research to 

illustrate what is already known about the persuasive communications process.   

 In addition to providing this discussion, I draw on a comprehensive theory from 

the persuasion literature—the persuasion knowledge model or PKM—to outline a 

framework that may be used to identify additional factors beyond those posed by 
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economic theory that influence how financial communication is both communicated and 

received by the capital markets.  In Chapters 3 and 4, I use two experiments to investigate 

one dyad—e.g., analysts-investors—in the communications process.  Within these 

experiments, I examine one persuasion strategy that sell-side analysts might use to 

persuade investors.  I test the hypothesis that including some negative argumentation in a 

favorable analyst report (e.g., two-sided argumentation) acts as a credibility enhancer and 

augments investor response to the positive arguments included in the report. 



FIGURE 1 
COMMUNICATIONS AMONG CAPITAL MARKET PARTICIPANTS 
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This figure characterizes the financial communications among market participants by three dyads:  (1) corporate 
managers and sell-side analysts (links 1a and 1b), (2) sell-side analysts and investors (links 2a and 2b), and (3) 
corporate managers and investors (links 3a and 3b).  Within each of these dyads, one party tends to engage in 
persuasive communications (e.g. managers), while the other (e.g. investors) typically reacts to the information 
provided. 
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FIGURE 2 
A PERSUASION FRAMEWORK OF FINANCIAL COMMUNICATIONS 
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This figure presents the persuasion knowledge model (PKM) as it applies to the financial communications among capital market participants.  The PKM 
indicates that information providers (i.e., managers and sell-side analysts) attempt to persuade the capital markets by communicating a message.  
Providers consider three sources of knowledge—namely, topic knowledge, persuasion knowledge, and recipient knowledge—when deciding how to 
present this message.  Information recipients, which may include both analysts and investors, draw on similar types of knowledge when interpreting and 
reacting to providers’ persuasive messages.  That is, recipients possess their own topic and persuasion knowledge, and hold beliefs about the message 
provider (e.g, provider knowledge). 
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CHAPTER THREE:  WHEN DO NEGATIVE ARGUMENTS INCREASE THE 
CREDIBILITY OF FAVORABLE ANALYST REPORTS? 

 
3.1 INTRODUCTION 

 Chapter 2 describes how the financial communications among capital market 

participants involve persuasion, as one party generally attempts to influence the beliefs or 

actions of another through reporting and disclosure.    In this chapter, I use 

experimentation to investigate one particular dyad—e.g., analyst-investors—in the 

communications process.  As discussed in Chapter 2, sell-side analysts (hereafter, 

analysts) attempt to persuade institutional and individual investors to make investment 

decisions by periodically issuing research reports.  When issuing a research report, the 

sell-side analyst chooses the level of investment rating to issue, as well as decides 

whether and how to justify this rating to increase its persuasiveness.  As I discuss in this 

chapter, current theories of how analyst arguments influence investor reaction appear 

incomplete as empirical findings are inconsistent with anecdotal claims.  Thus, one 

possibility is that current theories do not identify all of the factors that influence the 

relationship between analyst arguments and investor reaction to their research reports.  

As such, I apply the persuasion-based perspective offered in the previous chapter to 

increase our understanding of this dyad and to develop different predictions for how 

analyst arguments influence perceived credibility and, in turn, persuade investors. 

 Extant research on the information provided by sell-side analysts in their research 

reports focuses on three summary measures—earnings forecasts, investment 

recommendations (e.g. buy, hold, or sell), and price targets (e.g., Francis and Soffer 
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1997; Lin and McNichols 1998; Bradshaw 2002).  The literature largely overlooks 

another important component of analyst reports, namely the arguments that analysts use 

to justify their summary measures.  Recent research suggests that arguments—e.g., the 

detailed justifications of the summary measures—appear in virtually all analyst reports 

(Asquith et al. 2005), and refer primarily to accounting-based measures, such as earnings, 

revenues, and cash flows (Previts et al. 1994).  The few studies examining arguments find 

that they influence investor reaction to unfavorable reports (e.g., sell ratings or rating 

downgrades), but not favorable reports (e.g. buy ratings or rating upgrades) (Asquith et 

al. 2005; Hirst et al. 1995).4  One reason that investors may not respond to arguments in 

favorable analyst reports is because such reports generally lack credibility, or 

believability, and investors discount them accordingly (Morgan and Stocken 2003; 

Womack 1996).   

In this chapter, I argue that not all favorable analyst reports lack credibility.  That 

is, under certain circumstances, investors use analysts’ accounting-based arguments 

(hereafter accounting arguments) when reacting to favorable reports.  Using an 

experiment, I test the idea that favorable analyst reports containing some amount of 

negative argumentation alongside the positive (e.g., two-sided reports) are perceived as 

credible and, thus, investors will respond to all of the arguments in these reports.  I also 

predict that two-sided argumentation in a favorable research report exerts two opposing 

effects and, therefore, may either increase or decrease investors’ assessments of the likely 

                                                      
4 In describing an analyst research report, the literature uses the terms “favorable” and “unfavorable” to 
describe both levels and direction of a recommendation (e.g., Asquith et al. 2005; Barber et al. 2001; 
Jegadeesh et al. 2004; Womack 1996).  For example, favorable reports describe those that issue a buy 
rating or upgrade a stock, whereas unfavorable refers to those that issue a sell rating or downgrade a stock.  
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performance of the company and likelihood of investment as compared to strictly positive 

argumentation.   Because negative argumentation simultaneously decreases perceptions 

of company performance by revealing negative prospects and increases the credibility of, 

and therefore investors’ response to the positive arguments, I hypothesize that the net 

persuasion, or effect on investors’ likelihood of investment is a function of these two 

opposing effects. 

To develop my predictions, I draw on prior accounting literature and persuasion 

theory.  I argue that some amount of negative argumentation in a favorable analyst report 

acts as a credibility enhancer by signaling an analyst’s willingness to reveal negative 

aspects of a company.5  Negative argumentation in a favorable analyst report enhances 

the credibility of the analyst and his/her report, because it is costly for the analyst to 

disclose it.  That is, an analyst who reveals negative information risks losing access to 

management (e.g., Chen and Matsumoto 2006; Francis and Philbrick 1993; Mayew 2006) 

as well as the business of institutional clients who prefer optimistic reports when they are 

currently holding the stock (Cowen et al. 2006; Morgenson 2006).  Furthermore, it is 

costly because the analyst risks inadvertently attenuating (rather than augmenting) the 

reaction to his/her favorable report if the negative information revealed overpowers that 

expressed in the positive accounting arguments.   

Studying whether two-sided argumentation in a favorable analyst report enhances 

credibility and influences investors’ performance and investment-related judgments is 

                                                      
5 This hypothesis is consistent with recent research suggesting that the market places more value on 
research from ‘conservative’ analysts (e.g., those who require a higher threshold for impounding good news  
in their forecast revisions relative to their peers), as evidenced by a stronger market reaction to forecast 
revisions of conservative versus non-conservative analysts (Hugon and Muslu 2007). 
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important for at least three reasons.  First, there exists conflicting evidence on how 

investors view analyst arguments in favorable reports.  On the one hand, prior empirical 

research concludes that arguments are ignored by investors (Asquith et al. 2005; Hirst et 

al. 1995).  On the other hand, survey and anecdotal evidence suggests that investors rate 

argumentation as one of the most important items provided by sell-side analysts, because 

it helps them assess research quality (e.g., Ascarelli 2002; Boni and Womack 2002a, 

2003; Zacks 2001).  Given the extent to which arguments influence investor reaction to 

unfavorable analyst reports (Asquith et al. 2005), additional research is warranted to 

investigate whether there exist circumstances in which argumentation affects the reaction 

to favorable reports (Libby et al. 2002, p. 786).  Indeed, an improved understanding of 

when arguments influence investors can help researchers identify another driver of cross-

sectional variation in the market reaction to favorable analyst research. 

Second, an improved understanding should be important to accounting 

researchers, as one conclusion from prior analyst research is that accounting arguments 

play no role in determining how investors react to favorable analyst reports.  Such a 

conclusion contradicts research suggesting that using detailed financial accounting data 

(e.g., fundamental analysis) improves analysts’ predictions of future earnings (e.g., 

Abarbanell and Bushee 1997) and, in turn, the potential profitability of recommendations 

(Bradshaw 2004; Loh and Mian 2006).  These papers on fundamental analysis suggest 

that investors should consider analysts’ accounting-based argumentation, as it signals 

research quality.  I extend this literature by testing when accounting arguments affect 

investors’ judgments about favorable analyst research, and when it does not. 
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Lastly, understanding the factors that influence whether investors react to 

favorable analyst reports should be important to sell-side analysts.  Prior research does 

not speak to whether argumentation impacts analyst or report credibility.  Yet, such 

credibility is a significant determinant of an analyst’s ability to generate trading 

commissions (Jackson 2005), particularly for favorable reports (Irvine 2004).6  As 

commissions impact brokerage firm profits, analysts who can credibly convey favorable 

information have the potential to experience better career outcomes (Hong and Kubik 

2003).  Thus, it is useful for analysts to know how the argumentation they choose can 

enhance the credibility of their favorable reports and, in turn, persuade investors to trade.  

To test whether two-sided argumentation influences perceived credibility and 

investment judgments, I conduct an experiment (hereafter Experiment 1) in which I 

provide nonprofessional investors (i.e., MBA students) with a favorable sell-side analyst 

report containing either all positive accounting arguments or both positive and negative 

accounting arguments (e.g. a one-or two-sided report, respectively).  To determine 

whether they react to the arguments, I also manipulate the strength of the positive 

arguments supporting the analyst’s conclusion (strong or weak).  After reading 

background information about the company and the sell-side buy recommendation, 

participants are asked to judge the credibility of the analyst and the analyst’s favorable 

rating, assess future earnings and stock price performance, and rate the likelihood of 

investment based on the analyst’s report.  In the experiment, I hold constant the favorable 

                                                      
6 Favorable reports have the potential to generate more trade as they induce trade by current shareholders 
and attract new buyers.  On the other hand, unfavorable reports generate trade primarily from current 
shareholders, because many investors are hesitant or unable to short sell investments. 
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summary measure expressed (i.e., buy rating), as well as the total number of arguments 

provided in the report.  I focus on favorable analyst reports because they are most likely 

to suffer from credibility problems. 

Results of Experiment 1 show that a two-sided report is perceived to be more 

credible than a one-sided report when the reports are jointly evaluated.  Moreover, this 

enhanced credibility translates into higher investment-related judgments.  In contrast, 

when favorable reports are evaluated separately, the type of argumentation does not 

significantly influence perceived credibility.  That is, a two-sided favorable report is not 

viewed as more credible than a one-sided favorable report.  Rather, when a two-sided 

report is viewed separately, the strength of the positive arguments explains a significant 

portion of nonprofessional investors’ perceptions of both analyst and report credibility.  

Positive argument strength also influences investors’ judgments about investing, 

irrespective of the type of argumentation provided. 

For several reasons, I use an experiment to test my predictions.  First, an 

experiment allows me to study the effects of two-sided argumentation in a favorable 

report, which may be more difficult to study using archival methods due to its relative 

infrequency as compared to one-sided argumentation.  For example, Asquith et al. (2005) 

document that negative analyst arguments appear in a smaller percentage of favorable 

reports in their sample (e.g., rating upgrades) than do positive arguments.  Specifically, in 

thirteen out of fourteen categories, favorable reports include significantly more positive 
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than negative arguments. 7  Second, by using an experiment, I am able to hold constant 

other variables known to influence investors’ credibility assessments and investment-

related judgments, such as the overall summary measure expressed (e.g., buy rating) and 

attributes of the analyst (e.g., Barber et al. 2001; Bonner et al. 2007; Michaely and 

Womack 1999).  This control allows me to focus on how accounting arguments influence 

credibility and, in turn, investor reaction to favorable reports.  Third, experimentation 

allows me to directly measure participants’ beliefs about analyst and report credibility, 

and their perceptions about financial performance.  These measurements are important 

for me to explain how including some negative argumentation in favorable analyst 

reports influences investor reaction. 

This study differs from other prior accounting research that studies the effects of 

arguments on individuals’ judgments in that prior research has been conducted in settings 

that do not have credibility issues.  For example, Moser (1989) examines whether 

investor judgment is affected by the quantity of self-generated positive and negative 

arguments about a potential investment.  Heiman (1990) investigates whether auditors’ 

judgments about an error explanation are influenced by the number or strength of 

available counterarguments (either experimenter-provided facts or self-generated).  

Likewise, Kadous et al. (2006) explore whether providing an increasing amount of 

negative information reduces analysts’ optimism.  These studies support a perspective 

that may be labeled as linear.  That is, these studies suggest that an increasing quantity of 

                                                      
7 Asquith et al. (2005) documents that the “earnings expectations” category is the one in which the negative 
argument occurs more frequently than the positive argument.  That is, in their sample, it is more likely for 
analyst arguments to state that earnings expectations were not met than expectations were met.  
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positive (negative) arguments is positively (negatively) associated with individuals’ 

judgments.  However, in each of these settings, there is little reason to believe that 

individuals would question credibility, as the arguments stem from credible sources (i.e., 

oneself or the experimenter).  By focusing on accounting arguments provided by sell-side 

analysts who have incentives to be favorable, this research changes the context in which 

arguments are evaluated and, thus, questions whether the aforementioned findings 

generalize.  

I also advance the literature that examines mechanisms which enhance the 

credibility of favorable information.  For example, Hirst et al. (2007) find that 

disaggregation enhances the credibility of good news management earnings forecasts, 

because providing forecasts for each component of earnings constrains how managers 

meet their targets.  Kadous et al. (2005) suggest that quantification of a proposed project 

increases credibility by showing the evaluating manager how the proposed outcome can 

occur.  In this chapter, I focus on a different type of credibility enhancer—namely the use 

of negative accounting argumentation—that can increase the credibility of a message and 

that of its source. 

3.2 HYPOTHESIS DEVELOPMENT 

 When issuing a research report, a sell-side analyst makes earnings forecasts and 

investment recommendations, and provides price targets.  Further, the analyst decides 

whether and how to justify his/her opinions about these summary measures to investors.  

The vast majority of the existing literature has focused on the summary measures (e.g. 

Francis and Soffer 1997; Lin and McNichols 1998; Bradshaw 2002).  However, recent 
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evidence suggests that the arguments, or detailed justifications provided by analysts can 

be just as, or even more important than that conveyed by the summary measures alone.  

Empirical work by Asquith et al. (2005) demonstrates that analyst arguments are both 

prominent and pervasive.  All but three percent of their sample analyst reports include at 

least one argument, and frequently involve discussions of accounting-based measures.  

Further, aggregate tests of market reaction indicate that including the net number of 

arguments (i.e., positive less negative statements) results in a better specified model (e.g. 

higher R2), and information in the arguments dominates that conveyed by either the 

earnings forecast or recommendation revisions. 

Although prior research finds that investors react to arguments in unfavorable 

reports (e.g. sell ratings or rating downgrades) (Asquith et al. 2005; Hirst et al. 1995), it 

does not document a relation between arguments and investor reaction to favorable 

reports (e.g. buy ratings or ratings upgrades).  In an experiment, Hirst et al. (1995) study 

how one-sided argumentation (i.e., negative arguments in unfavorable reports and 

positive arguments in favorable reports) influences investor reaction to analyst research.  

They show that investors judge future performance to be lower when an unfavorable 

report contains strong versus weak negative arguments; however, the performance 

judgments of investors who receive a favorable report with strong versus weak positive 

arguments do not differ.  Using archival data, Asquith et al. (2005) examine the 

association between arguments and the market reaction to analyst research reports, and 

find analogous results.  Tests of market reaction show that the net number of arguments 
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explains a significant portion of the market reaction to unfavorable reports, but not for 

favorable ones.8   

The findings of these studies are puzzling because they contradict anecdotal and 

survey evidence indicating that investors state they take arguments into consideration 

when reacting to favorable analyst research (Ascarelli 2002; Barber et al. 2003; Boni and 

Womack 2002a, 2003).  Specifically, survey evidence suggests that investors claim to 

read argumentation to glean the analyst’s insights and to determine how compelling the 

favorable rating or earnings forecast is.  Because uncertainty exists about whether 

favorable research stems from the analyst’s true beliefs or from incentives to be 

optimistic—e.g., trading commissions (Cowen et al. 2006) or fear of management 

retaliation (Mayew 2006), investors cannot rely on the summary rating alone (Opdyke 

2002; SEC 2005).  Thus, investors claim to seek information in analyst arguments to 

judge the veracity of a favorable rating.   

Given what investors claim, why do empirical studies fail to find a link between 

investor reaction and analyst arguments in favorable reports?  I argue that the reason why 

prior research does not document a relation between arguments and reaction to favorable 

analyst reports is because prior studies are designed to test only for a linear relation.  

However, due to source credibility issues, I hypothesize that there exists a nonlinear 

relation between argumentation and investor reaction to favorable analyst research.  In 

the next sections, I outline both perspectives about how accounting arguments influence 

                                                      
8 In fact, Asquith et al. (2005) surprisingly find a slightly negative effect of the net number of positive 
arguments (i.e. number of positive minus negative statements) on the abnormal return generated by 
recommendation upgrades.  That is, the more positive statements that a favorable report contains, the more 
negative the stock market reaction to that report.  
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investor reaction—namely, the linear perspective from prior accounting research and my 

credibility (i.e., nonlinear) perspective—and outline an experiment that allows me to 

simultaneously test both. 

3.2.1 Linear Perspective of Analyst Arguments 

The two empirical studies that investigate analyst arguments—Hirst et al. (1995) 

and Asquith et al. (2005)—use linear tests to determine whether analyst arguments 

influence investor reaction to favorable reports.  This linear perspective assumes that a 

greater amount of positive performance arguments (in terms of either strength or 

quantity) increases investor reaction to favorable reports, whereas more negative 

argumentation reduces the reaction to such reports. 

Theories and research from psychology provide support for the linear perspective.  

The psychology literature identifies that either the perceived strength or the number of 

analyst arguments may influence decision processes (e.g., Chaiken 1980; Hoch 1984; 

Petty and Cacioppo 1986).  Priester and Petty (1995; 2003) find that more substantive or 

strong arguments increase the persuasiveness of a message, whereas more specious or 

weak reasons do not.9  Similarly, product advertisements that describe a product as 

possessing important attributes result in higher consumer purchase intentions than do 

those that describe tangential ones (e.g. Petty and Cacioppo 1986).   

                                                      
9 The operationalization of strong versus weak arguments varies significantly among research studies.  
Persuasion studies conducted by Petty and colleagues generally define strength as the relative importance 
or predictive value of an attribute to the performance of a product.  In the accounting domain, strength of a 
particular item has been determined by its perceived probability of occurrence (e.g. Heiman 1990) or its 
informational or causal content (e.g., Hirst et al. 1995).   
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In the accounting literature, several studies also support the linear perspective.  

These studies provide evidence that the number of arguments influences accounting-

related judgments.  Kadous et al. (2006) show that financial professionals who view a 

greater number of counterarguments against management’s plans for performance 

provide lower earnings forecasts than those who view fewer counterarguments.  When 

assessing the likelihood of an error explanation, Heiman (1990) finds that providing a 

higher number of alternatives lowers auditors’ beliefs about an initial explanation.  In an 

investment setting, Moser (1989) provides evidence that the net number of arguments 

generated by investors predicts the extent to which they believe a company will achieve 

an earnings target.  Specifically, investors who generate a net positive number of 

arguments judge the likelihood of achieving an earnings target to be significantly higher 

than those who generate primarily negative arguments.   

 Despite the empirical evidence documented in prior accounting research (e.g., 

Moser 1989, Kadous et al. 2006), neither of the prior studies investigating analyst 

arguments reports a statistically significant argument effect for favorable reports (Asquith 

et al. 2005; Hirst et al. 1995).  That is, neither the net number nor the strength of positive 

analyst arguments appears to influence investor reaction to favorable analyst research.  In 

the following section, I present a competing perspective that may expand our 

understanding of how accounting arguments impact investor reaction to analyst reports, 

and reconcile the inconsistencies between prior analyst research and studies in other 

accounting domains. 
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3.2.2 Credibility Perspective of Analyst Arguments 

One possible explanation for why the linear perspective is not supported in a 

favorable analyst report setting as it is in other accounting domains relates to source 

credibility.  For example, in Moser (1989), investors evaluating firm performance likely 

would not deem self-generated positive statements to be less credible relative to negative 

ones.  Likewise, there is little reason to believe that individuals would question either the 

self-generated or experimenter-provided counterarguments (e.g., negative arguments) in 

Heiman (1990) or Kadous et al. (2006).  In contrast, research suggests that investors who 

view analyst-generated arguments will assign lower credibility to positive versus negative 

performance information (Morgan and Stocken 2003).  Thus, positive analyst arguments 

may have limited influence on investor reaction.   

The notion of asymmetric credibility is supported by empirical studies that 

document weaker market reaction to positive versus negative analyst information 

(Frankel et al. 2006; Womack 1996).  Differences in credibility result from incentives 

that encourage analysts to report optimistically and avoid speaking negatively.  These 

incentives include generating trading commissions (Cowen et al. 2006; Irvine 2004), 

cultivating management relations (Francis and Philbrick 1993; Libby et al. 2008), and 

acquiring investment banking business (e.g. Bradshaw et al. 2006; Jegadeesh et al. 2004; 

Lin and McNichols 1998).  Moreover, the empirical distribution of analyst ratings 

reinforces expectations for optimism by skewing toward buy ratings rather than sell 

ratings, even after the Global Settlement of 2003 (Barber et al. 2006; Boni 2006; Boni 
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and Womack 2003).10  As a result, investors are skeptical about whether favorable 

reports stem from true beliefs about company characteristics (e.g., fundamental signa

or analyst incentives, and discount their reactions accordingly (Morgan and Stocken 

2003).  On the other hand, investors may be relatively certain that unfavorable analyst 

reports reflect true beliefs as they contradict analyst ince

ls), 

ntives. 

                                                     

 Two-sided argumentation and credibility.  If incentives for optimism drive 

investor uncertainty about favorable reports in general, I argue that they may also drive 

uncertainty regarding the veracity of positive arguments.  Mayew (2006) documents 

evidence consistent with numerous anecdotes that analysts hesitate even to make negative 

comments about companies, as those who do suffer adverse consequences (Kelly 2003; 

Morgenson 2005; Wall Street Journal 2006).  Given these consequences, investors may 

expect analysts to provide strictly positive accounting arguments in favorable reports.  

Theories of persuasion argue that such arguments in a one-sided report will lack 

credibility (c.f. Crowley and Hoyer 1994) and, therefore, investors will attribute both the 

arguments and the overall rating to analyst incentives.   

On the other hand, I argue that the presence of some negative argumentation in 

favorable reports (e.g. a two-sided report) increases perceived analyst credibility, since 

speaking negatively is costly to the analyst.  That is, providing negative information in 

the report acts as a credibility enhancer because it conflicts with analyst incentives for 

optimism.  Theories of persuasion suggest that two-sided advertisements (i.e. ads that 

 
10 The skewed distribution may result from analysts choosing to issue significantly more buy ratings than 
sell ratings, or from analysts choosing to follow firms with above-average performance potential.  
Irrespective of its origin, the tendency toward favorable reports motivates investors to expect primarily 
positive information from analysts. 
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include both positive and negative product attributes) are perceived to be more credible, 

because individuals believe that an advertiser who voluntarily admits negative attributes 

is more trustworthy than one who does not (Crowley and Hoyer 1994; Friestad and 

Wright 1994; Golden and Alpert 1987).  As a result, individuals’ beliefs about the 

validity of the positive product claims included in the advertisement also increase.  

Similarly, I expect including some negative argumentation in a favorable report will 

increase investors’ beliefs that the analyst is honest, and that the positive arguments made 

in the report are credible.   

Because the positive arguments in a two-sided report are viewed as credible, the 

strength of those arguments also may influence the perceived credibility of the analyst 

and the analyst’s report.  That is, once investors decide to place some reliance on the 

analyst’s positive arguments, the arguments become a cue by which the analyst and the 

veracity of the report may be evaluated.  Specifically, when viewing a two-sided report, I 

anticipate that investors will perceive an analyst who provides strong positive arguments 

to be more credible than one who provides weak positive arguments. 11  This reasoning 

leads to the first set of formal hypotheses: 

H1a: Investors receiving strong positive arguments will perceive an analyst to 
be more credible than those receiving weak positive arguments when 
viewing a two-sided favorable report, but not when viewing a one-sided 
favorable report. 

 

                                                      
11 My study differs from that of Mercer (2005), who shows that timely revelation of either good news or 
bad news increases investors’ perceptions of short-term credibility.  Rather than focusing on the credibility 
consequences of strictly good news or strictly bad news, I propose that a combination of good news and 
some bad news influences perceived credibility and, in turn, the investors’ performance and investment-
related judgments in response to favorable news from a potentially biased source. 
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H1b: Investors receiving strong positive arguments will perceive a favorable 
analyst report to be more credible than those receiving weak positive 
arguments when viewing a two-sided report, but not when viewing a one-
sided report. 

 
Figure 3 provides a graphical representation of Hypotheses 1a and 1b.   I provide 

separate hypotheses for analyst and report credibility because research from psychology 

suggests that the credibility of a message and that of its source represent different 

constructs (e.g., Chaiken and Maheswaran 1994).  In this instance, an analyst who 

provides two-sided argumentation may be perceived as honest and, therefore, judged to 

be highly credible by investors.  However, if the analyst’s positive arguments are 

perceived to be weak, then the overall message provided (e.g. the buy rating) may be 

rated as having lower credibility. 

Two-sided argumentation and investment-related judgments. Because of these 

anticipated credibility effects, I also hypothesize that two-sided argumentation will affect 

investors’ judgments about expected firm performance and about investing.  Specifically, 

I anticipate that investors will react more positively to strong positive arguments than to 

weak ones, but only when viewing two-sided reports.  Prior research provides evidence 

of higher perceived credibility increasing stock price reaction to positive analyst 

information.  Gleason and Lee (2003) show that the good news forecasts of more credible 

analysts (e.g., Institutional Investor All-American Research Team Analysts) have a 

stronger immediate impact on the market reaction as compared to relatively obscure 

analysts.  The market also discounts favorable recommendations by unaffiliated analysts 
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to a lesser extent than they do recommendations of analysts with high incentives 

(Michaely and Womack 1999).  I reflect these ideas in the following hypotheses: 

H2a: Investors who receive strong positive accounting arguments will make 
higher performance judgments than those who receive weak ones when 
viewing a two-sided favorable report, but not when viewing a one-sided 
favorable report.  

 
H2b: Investors who receive strong positive accounting arguments will make 

higher investment-related judgments than those who receive weak ones 
when viewing a two-sided favorable report, but not when viewing a one-
sided favorable report. 12 

 
Figure 4 provides a graphical representation of Hypotheses 2a and 2b.  This figure 

represents one possible form of the predicted interaction.  Ex ante, I do not make a 

prediction about the specific form of the interaction.  As I discuss in the following 

paragraph, it also is possible for investors to judge the likelihood of investment to be 

strictly higher in the two-sided report condition than in the one-sided report conditions, 

regardless of the strength of the positive arguments.   

To recap, in Section 3.2.1, I discussed the predictions of the linear perspective 

which suggest that negative arguments in favorable reports strictly decrease investment-

related judgments.  In contrast, the credibility perspective predicts that including negative 

                                                      
12 While one might think that signaling theory from economics (e.g., Milgrom and Roberts 1986) would 
suffice for my predictions, it does not for the following reasons.  Signaling theory suggests that an analyst 
who issues a high quality favorable report will signal his report type by taking an action that is too costly to 
mimic by analysts with low quality reports.  Such an action results in a separating equilibrium.  Because 
providing negative argumentation is equally costly to both types of analysts (as discussed previously), 
signaling theory would not predict that two-sided argumentation is an effective signal of report quality.  
However, I predict a differential benefit of using two-sided argumentation.  That is, I hypothesize that the 
reaction to a favorable report with strong positive arguments (e.g., a high quality report) will increase with 
two-sided argumentation due to enhanced credibility, whereas one with weak positive arguments (e.g., a 
low quality report) will not.  This represents a separating equilibrium that may not have been predicted 
otherwise. 
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argumentation may either increase or decrease such judgments.13  This occurs because 

negative argumentation increases credibility by increasing investors’ reliance on and, 

thus, the reaction to the analysts’ positive arguments.  However, investors also will react 

to the negative performance arguments in the two-sided report.  If investors perceive 

analysts’ positive arguments to be strong, then the credibility effects of negative 

argumentation will cause investors’ judgments about performance and about investing to 

be higher than when analysts use one-sided argumentation. However, if investors 

perceive the positive arguments to be weak, then two-sided argumentation could lower 

investors’ judgments rather than increase them.  This effect results in the interaction 

depicted in Figure 4.  However, strength is a perception and not an objective condition 

about positive arguments.  Thus, it is possible that investors will view both sets of 

positive arguments to be strong.  Thus, investors’ judgments may be strictly higher in 

when viewing two-sided reports than when viewing one-sided reports.  As such, the form 

of the interaction may be ordinal (i.e., non-symmetrical) in nature. 

3.2.3 Joint versus Separate Evaluation of Analyst Reports 

 Thus far in this chapter, I have assumed that nonprofessional investors are 

separately evaluating each favorable sell-side analyst report.  That is, my predictions 

presume that investors are viewing either a one-sided or two-sided report when making 

judgments about investing, but not both.  However, this separate evaluation mode, or 

isolated way of analyzing an investment option, may not be descriptive of how investors 

                                                      
13 The linear perspective predicts that investor reaction is a function of the net number of positive 
arguments.  All else equal, a report with strictly positive arguments has a higher net number of positive 
arguments that one with any negative information.  As such, ceteris paribus, the linear perspective predicts 
that investor reaction to one-sided reports will be higher than reactions to two-sided reports. 
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make investment judgments.  Rather, there may be instances in which investors jointly 

evaluate analyst research.  For example, when deciding whether and how to invest, they 

may consider a range of investment options.  As such investors may evaluate a number of 

research reports simultaneously.  Recent regulation also may induce joint evaluation 

mode by investors.  Namely, one provision of the Global Analyst Research Settlement 

(SEC 2003) requires the affected brokerage firms to provide their customers with 

independent, third-party research reports on each of the firms covered in their own 

reports.  Thus, customers obtaining these reports will then view at least two reports for 

each company, which also creates a joint evaluation setting for the analysts and the type 

of argumentation used in their reports. 

 Given that investors may evaluate sell-side research either jointly or separately, it 

is important to determine whether and how evaluation mode may influence their 

judgments with respect to two-sided argumentation.  Several studies support the idea that 

people evaluate options differently during joint and separate evaluation settings.  These 

studies argue that simultaneous processing during joint evaluation allows for certain 

attributes to be more easily evaluated (e.g., Hsee et al. 1999).  The reason that 

simultaneous processing eases evaluations is because it allows individuals to make 

relative judgments among options.  In contrast, if evaluating each option separately, they 

must make an isolated judgment and assess a value in absolute terms without a reference 

point (e.g., Hsee et al. 1999; Schepanski et al. 1992). 

 I argue that when investors view either a one- or a two-sided favorable report in 

isolation, they have limited information about the type of argumentation used by other 
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analysts.  Thus, investors may not how to calibrate their reactions to the report.  As a 

result, they may judge analyst and report credibility as average in the absence of a given 

reference point as the presence of either a one-sided or a two-sided report will bring to 

mind a distribution of cases similar to the one directly in front of them (Schepanski et al. 

1992).  In contrast, when jointly evaluating one- and two-sided reports, the range of 

argumentation with which analysts choose to justify their opinions becomes more salient.  

That is, when viewing two sell-side analyst reports side-by-side, investors are able to 

directly compare the arguments provided by each analyst.  It becomes more apparent that 

one analyst chose to justify their investment rating using strictly positive argumentation, 

whereas the other chose to reveal some negative prospects.  As such, it becomes easier 

for an investor to assess the credibility of each analyst and their respective reports. 

Based on the institutional features that create both joint and separate evaluation 

settings, I will examine the effects of two-sided argumentation on credibility and 

investment-related judgments in both between-participants and within-participants 

settings.  Drawing on prior psychology research, I expect the effects of two-sided 

argumentation to be enhanced in a joint evaluation setting.  In this chapter, I provide an 

initial exploration of this idea, and in Chapter 4, I present results of a second experiment 

that allows a more complete test of my hypotheses using a within-participants setting. 

3.3 EXPERIMENT 

3.3.1 Participants 

To investigate the effect of two-sided argumentation on nonprofessional 

investors’ perceptions of analyst and report credibility and their investment judgments, I 
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design and conduct Experiment 1, which consists of a 2 × 2 between-participants 

experiment (Part A), with a follow-up within-participants test (Part B).  Sixty-six MBA 

students participate in the experiment, which takes approximately 20 minutes to 

complete.14  Among my participants, approximately 59% have previously invested in 

common stock.  Participants have a reasonable understanding of business and economics 

as, on average, they have 9.6 years of work experience and have taken 3.5 finance and 

3.2 accounting courses.15   

Following the guidance of Libby et al. (2002), I match participants to my 

experimental task to avoid using more sophisticated participants than necessary.  In 

completing my experimental task, participants are required to draw relatively simple 

connections between pieces of information for the purpose of making credibility and 

investment-related judgments.  As such, my proposed experiment is classified as one of 

low integrative complexity (Elliott et al. 2007).  Thus, the general knowledge of 

accounting, finance, and financial markets possessed by MBA students is both necessary 

and sufficient for them to proxy for nonprofessional investors. 

3.3.2 Materials and Manipulations 

The materials in Experiment 1 consist of two parts.  In Part A, I conduct the 

between-participants tests of my hypotheses.  I provide participants with background 

information about a company and a sell-side analyst report.  This is followed by a series 

                                                      
14 Data is collected from seventy participants; however, I eliminate the responses from four participants 
who answered questions designed to capture similar constructs in a seemingly haphazard manner.  For 
example, one participant rated the analyst as extremely biased (8 out of 10), but highly trustworthy (9 out 
of 10).  Reported results remain qualitatively the same if all participants are included in the analysis. 
15 Importantly, none of these demographic measures varies by experimental condition, suggesting my 
random assignment of participants to experimental conditions is successful. 
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of questions to elicit participants’ perceptions of analyst and report credibility, judgments 

of future financial and stock price performance, the likelihood of investing in the 

company, and other relevant measures including manipulation checks.  In Part B, I 

conduct additional tests of my hypotheses using a within-participants methodology.  This 

additional test is described in more detail in Section 3.4.3 of this chapter.   

The company in the experiment—Omega Packaging, Inc.—is in the specialty 

packaging industry.  I construct the case materials from the annual reports of actual 

companies in the plastics and paper packaging industries, and from sell-side analyst 

reports covering those companies.  Participants are given background information about 

the company, its business segments, and its growth strategy.  Participants also receive a 

general description of sell-side analysts, and a brief description of a specific brokerage 

firm, Sutton Financial, that conducts research on Omega Packaging.  Following this 

background information, participants are provided with a favorable research report issued 

by a sell-side analyst from Sutton Financial.  The report includes a favorable summary 

rating (i.e., buy rating), a statement conveying the analyst’s opinion that the company 

shows strong potential for earnings growth and stock price appreciation in over the next 

12 months, and a set of five accounting arguments provided by the analyst to justify the 

summary rating. 

I choose to use only favorable analyst reports in my experiment, as prior research 

identifies that favorable analyst research is most likely to suffer from credibility 

problems.  Because favorable analyst ratings are consistent with analysts’ incentives to 

generate trading commissions and to please managers and institutional investor clients, 
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favorable reports and the analysts that issue them are likely to suffer from a lack of 

credibility (Morgan and Stocken 2003).  The lack of credibility associated with favorable 

analyst reports is a key component of my research design, as it provides the opportunity 

to determine whether two-sided argumentation can enhance both analyst and report 

credibility.   

To set participants’ perceptions of analyst incentives as high in all conditions, I 

prominently display the following statement in the description of the brokerage firm and 

on the face of the research report:  “Sutton Financial does and seeks to do business with 

the companies covered in its research reports.  As a result, investors should be aware that 

the firm may have a conflict of interest that could affect the objectivity of this report.”  

This statement regarding objectivity is a required disclosure for the 10 Wall Street firms 

impacted by the Global Analyst Research Settlement of 2003 (SEC 2003). 

The first independent variable in the 2 × 2 between-participants design is the type 

of argumentation provided, and is manipulated at two levels:  one-sided versus two-sided.  

In the one-sided condition, participants receive five strictly positive accounting 

arguments in the favorable analyst report.  In contrast, participants in the two-sided 

condition receive both positive and negative accounting arguments.  Specifically, these 

participants view three positive arguments and two negative arguments.16  Thus, across 

conditions, I hold constant the total number of arguments at five. 

                                                      
16 I pre-tested the mix of two-sided argumentation—namely, two negative and three positive arguments—
with 37 graduate accounting students.  These participants were provided with the same case materials as the 
experimental participants and asked to provide credibility judgments and performance assessments, and 
rate their likelihood of investment.  As expected, the analyst and the analyst’s report in the two-sided 
condition were rated as more credible in the one-sided condition.  Moreover, the performance judgments of 
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The second independent variable that I manipulate is the strength of the positive 

accounting arguments (strong or weak).  Varying the strength of the positive arguments is 

necessary to determine whether participants use the arguments when reacting to the 

analyst reports. 17  Participants in the strong condition receive positive arguments that 

include an analysis of an accounting-based measure (e.g., increase in revenues) along 

with a causal discussion of why the historical financial performance is a positive predictor 

of future earnings performance.18   In contrast, participants assigned to the weak 

condition receive the same analysis without the causal discussion.19  Figure 5 provides a 

representation of my experimental design, and Appendix A includes my experimental 

materials, which present the one-sided and two-sided reports that are provided to 

participants in the strong and weak positive arguments conditions. 

 After participants receive the manipulations, they are asked a series of questions.  

The questions fall into three categories:  (1) main dependent measures, (2) manipulation 

and other checks, and (3) demographic questions.  The main dependent measures include 

                                                                                                                                                              
participants in the two-sided condition were higher than in the one-sided condition.  These results suggest 
that the two-sided argumentation manipulation should be successful in the actual experiment. 
17 In the one-sided report condition, the strength of all five positive arguments is manipulated.  In the two-
sided condition, only the strength of the positive arguments is manipulated.  The remaining two arguments 
are negative, and include causal discussion that explains why the accounting measure impacts future 
earnings.  This provides the strongest test of my theory as I predict that negative argumentation can 
increase credibility and investment-related judgments.  By making the negative arguments strong, I bias 
myself against this finding. 
18 The accounting-based arguments selected for my materials frequently are cited as potentially important 
predictors of future earnings and stock price performance (Abarbanell and Bushee 1997, 1998; Lev and 
Thiagaran 1993; Ou and Penman 1989). 
19 I pre-tested the strength manipulation with 37 graduate accounting students.  The participants were 
provided with the same case materials and asked to rate the two sets of arguments:  the strong and weak 
sets.  As expected, they rated the strong arguments as stronger than the weak arguments (t36 = 6.82, p < 
0.001), indicating my manipulation should be successful in the actual experiment.   
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questions designed to measure participants’ judgments of analyst and report credibility, 

and their performance and investment-related judgments.   

3.4 RESULTS 
 
3.4.1 Manipulation Checks 

 Following completion of Part A, I ask participants questions designed to check 

my manipulations.  For the type of argumentation manipulation, participants are asked to 

indicate the type of arguments provided in the report.  Three options are provided:  five 

positive arguments, three positive and two negative arguments, and do not recall.  Results 

show that 100% of the participants in both the one-sided and two-sided argumentation 

conditions correctly responded to this question.  To test the strength of argumentation 

manipulation, participants are asked to rate the strength of the support that the arguments 

provide for the analyst’s favorable opinion, with 0 representing “very weak” and 10 

representing “very strong.”  Participants viewing strong arguments consider those 

arguments to be stronger than do participants receiving weak arguments (t65 = 1.79, p = 

0.04).  Thus, both manipulations are successful. 

3.4.2 Tests of Hypotheses—Between-Participant Tests 

As noted earlier, I ask participants two primary questions designed to capture 

their credibility assessments and, thus, test H1a and H1b.  I ask them to rate the 

credibility of the analyst and the credibility of the analyst’s investment rating on 11-point 

scales with end points labeled “not at all believable” (0) and “extremely believable” 
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(10).20  Panel A of Table 1 shows the descriptive statistics for the two primary dependent 

variables related to credibility—the credibility of the analyst and the analyst’s report—by 

experimental condition.  The test for a statistically significant Type of Argumentation × 

Strength of the Positive Arguments interaction on analyst and report credibility as 

predicted by H1a and H1b are presented in Panel B of Table 1. 21  Panels A and B of 

Figure 6 present the results graphically.  Contrary to expectations, the predicted 

interaction is not significant for either credibility measure.  Unexpectedly, argument 

strength exerts a statistically significant effect for both one- and two-sided analyst 

reports.  Specifically, participants viewing a favorable report with strong positive 

arguments rated both the analyst and the report as more credible than those viewing a 

report with weak positive arguments (F1,62 = 4.41, p = 0.04 and F1,62 = 5.67, p = 0.02, 

respectively).  Thus, H1a and H1b are not supported in the between-participants test. 

 I ask participants four questions to test H2a and H2b.  The first two questions are 

designed to assess participants’ beliefs about firm performance.  Specifically, I ask them 

to provide judgments about earnings growth and stock price performance of Omega over 

the next 12-months.  I capture their investment-related judgments in the last two 
                                                      
20 Prior research indicates that credibility and believability are synonymous, and represent the same 
psychological construct (e.g., Schum 1989; Mercer 2003; Hirst et al. 2007).  To simplify the task for 
participants, I chose to solicit responses only using the term “believable.”    
21 The credibility perspective predicts that two-sided argumentation increases analyst and report credibility 
because it reduces investors’ perceptions about analysts’ incentives.  Thus, I also ask two questions 
designed to capture participants’ beliefs about the analyst.  First, I measure the extent to which participants 
believe the analyst is biased, with 0 representing “not at all biased” and 10 representing “extremely biased.”  
Second, I ask them to assign 100 points between two reasons why the analyst issued the buy rating:  (1) the 
analyst’s actual beliefs about Omega’s future earnings growth, and (2) the analyst’s incentives to grow the 
firm’s investment banking business and generate trading commissions.  Higher points indicate higher 
importance.  Results of a multivariate analysis of variance (untabulated) with all four measures are 
qualitatively similar to the results reported on the two primary credibility measures.  These results support 
the idea that investors’ perceptions about analysts’ incentives are influencing their judgments about 
credibility. 
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questions by asking them to rate the likelihood of investing in the company’s common 

stock from both a third person and a first person perspective.22  That is, participants 

evaluate how likely it is that a potential investor would invest in the company (Likelihood 

of Investment-Other), as well as how likely it is that, as potential investors, they would 

invest in the company (Likelihood of Investment-Self).  Participants provide earnings 

growth (stock price performance) on 11-point scales with endpoints labeled “very weak” 

[0] and “very strong” [10] (“very unfavorable” [0] and “very favorable” [0]).  Participants 

also indicate the likelihood of investment measures on 11-point scales with 0 representing 

“not at all likely” and 10 representing “extremely likely.”   

Table 2 shows the descriptive statistics (Panel A), correlations (Panel B), and 

results of two multivariate analyses of variance (Panel C and D) for participants’ 

performance assessments—earnings growth and stock price performance—and their 

investment-related judgments—likelihood of investment-other and likelihood of 

investment-self.  Panels A and B of Figure 7 depicts these results graphically.  Contrary 

to expectations, I do not observe a significant interaction for the Type of Argumentation 

× Strength of the Positive Arguments for either set of dependent measures.  Rather, the 

results in Table 2 indicate only a significant main effect for strength of the positive 

arguments for the investment-related measures (F2, 61 = 4.15, p = 0.02).  This result 

suggests that participants’ investment-related judgments are higher when they view 

strong positive arguments in a report as compared to weak arguments, regardless of 

                                                      
22 Research from psychology suggests that individuals evaluating a persuasive message such as analyst 
report often believe it has a different impact on others than on themselves (Davison 1983).  To avoid 
capturing this effect in one investment measure, I ask participants what they would do (e.g., first person) 
and what other investors would do (e.g., third person) based on the analyst’s report. 
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analyst report type.  For example, participants indicate that they are more likely to invest 

in the stock of Omega when the analyst provides strong positive accounting arguments 

than when he provides weak arguments.  Thus, H2a and H2b are not supported in the 

between-participants test. 

 In summary, the results of the between-participants tests show that argument 

strength determines the perceived credibility of the analyst and his/her report.  The results 

do not support the idea that two-sided argumentation increases credibility and, in turn, 

investment-related judgments.   

3.4.3  Tests of Hypotheses—Within-Participants Tests 

As noted earlier, research from psychology suggests that the effect of two-sided 

argumentation on analyst and report credibility may be easier to evaluate jointly rather 

than separately (e.g., Hsee et al. 1999).  When an investor views either a one- or two-

sided report in isolation, he or she has limited information about the types of arguments 

that are being provided by analysts.  Thus, for any given report, an investor may judge 

analyst or report credibility as average in separate evaluation.  In contrast, when investors 

jointly evaluate one- and two-sided reports, the range of argumentation that analysts 

choose to justify their opinions becomes more obvious.  That is, when viewing at least 

two sell-side analyst reports side-by-side, investors are able to directly compare the 

arguments provided by each analyst, and calibrate their credibility judgments.  Thus, I 
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explore the effects of two-sided argumentation on analyst and report credibility and the 

likelihood of investment using a within-participants methodology (Part B).23 

In Part B, study participants receive three favorable reports issued by three 

analysts on three different companies in the specialty packaging industry (i.e., the same 

industry as Part A).24  All three reports contain a buy rating and a statement conveying 

the analyst’s opinion that the company shows strong potential for earnings growth and 

stock price appreciation.  I manipulate the proportion of negative argumentation within-

participants at three levels:  low, moderate, and high.  Specifically, the report on 

Company A represents the low condition, and includes no negative argumentation (i.e., 

the one-sided report).  In the moderate condition, Company B’s report contains two 

negative and three positive arguments.  The reports for Company A and Company B are 

identical to the one-sided and two-sided reports (strong arguments condition), 

respectively, provided in the between-participants experiment (Part A).  Company C’s 

report represents the high condition, and contains four negative arguments alongside one 

positive argument.   

After viewing all three reports, participants judge the credibility of the analyst and 

the favorable report on an 11-point scale with endpoints labeled 0 “not at all believable” 

and 10 “extremely believable.”  In addition to providing credibility ratings, participants 

also provide an investment judgment.  I ask participants to assume they have $10,000 to 
                                                      
23 Participants are randomly assigned to one of two Part B tasks.  Thirty-seven participants are provided 
materials for purposes of the within-participants tests for this study.  The remaining twenty-nine 
participants are assigned to a second Part B task that represents pilot data collection for a future research 
study. 
24 All three favorable reports were presented side-by-side on one 11 x 17 page to enable participants to 
view the reports simultaneously.  I provide three reports to enable a test of a potential boundary condition 
for two-sided argumentation, which is described in Section 4.3.1. 
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invest in Companies A, B and C, and to indicate the percentage of funds they would 

allocate to each of the three companies.  For all participants, the sum of the percentages 

equals one hundred percent. 

To test the effects of two-sided argumentation in joint evaluation mode, I analyze 

the analyst and report credibility data using a repeated measures design.  Panel A of 

Table 3 presents the descriptive statistics for analyst and report credibility.  Panel B 

presents the overall repeated measures analysis of variance for both dependent variables, 

and Panel C presents the results of the planned comparisons.  To determine whether two-

sided argumentation influences perceived credibility in joint evaluation mode, I compare 

participants’ judgments of analyst and report credibility in the one- and two-sided report 

conditions. 

The planned comparisons in Panel C reveal that the analyst in the moderate 

condition is judged more credible (M = 6.03) than the analyst in the low (e.g., one-sided 

report) condition (M = 4.46, p < 0.01).  Moreover, participants view the report in the 

moderate condition as more credible (M = 5.81) than the one-sided report (M = 4.82).25  

To analyze the investment allocations, I use a paired comparison.26  Results are shown in 

Table 4.  Panel A provides descriptive statistics, while Panel B presents the paired 

comparison.  As predicted, participants allocate a higher percentage of funds to Company 

B (M = 51.92) in the moderate condition than to Company A (M = 35.57, p = 0.02, one-

                                                      
25 Consistent with expectations, the overall analysis of variance reveals that both analyst and report 
credibility are significantly different across the three analyst reports (F2,72 = 8.99, p < 0.01 and F2,72 = 16.44, 
p < 0.01, respectively). 
26 A repeated measures analysis of variance is not an appropriate test as the three percentages sum to 100%, 
violating the assumption of independence. 
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tailed) in the low condition.  This indicates that when one-sided and two-sided reports are 

jointly evaluated, participants are more willing to follow the favorable recommendation 

of an analyst providing a moderate amount of negative argumentation that one providing 

strictly positive argumentation.   

Contrary to the between-participants tests, the within-participants data in Part B 

supports the idea that some amount of negative argumentation in a favorable analyst 

report enhances analyst and report credibility as compared to a one-sided report.  This 

enhanced credibility, in turn, leads to a higher likelihood of investment. 

Within-participants test of argumentation proportion.  In this subsection, I discuss 

a potential boundary condition for two-sided argumentation.  Recall that I predict that 

negative argumentation can either increase or decrease the likelihood of investment.  

Specifically, I argue that too much negative argumentation can be detrimental because it 

can decrease investors’ beliefs about firm performance.  To test a boundary condition for 

this prediction, I conduct tests that compare participants’ judgments in the moderate and 

high argumentation conditions in Part B. 

Turning first to the credibility measures, the results in Panel D of Table 3 reveal 

that too much negative argumentation in a two-sided favorable report impairs both 

analyst and report credibility.  That is, participants perceive the analyst and his report in 

the high negative proportion condition (M = 4.30 and M = 3.07, respectively) as less 

credible than the analyst in the moderate condition (both p < 0.01).  This result suggests 

that there is a limit to the credibility benefits that analysts may receive by using negative 

argumentation in their favorable reports. 
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I also analyze the investment allocations using a paired comparison.  Results are 

reported in Panel D of Table 4.  As expected, participants are less likely to invest in 

Company C (M = 12.52) in the high proportion condition than in Company B in the 

moderate proportion condition (t36 = 6.10, p < 0.01).  This suggests that, as predicted, if 

an analyst provides too much (versus some) negative argumentation in a favorable analyst 

report, it lowers the likelihood of investment.  These results provide an interesting avenue 

for future research.  Future research can disentangle whether a decrease in credibility 

leads to lower reliance on an analyst’s report, or whether lowered expectations about firm 

performance due to negative argumentation reduces investors’ likelihood of investment. 

3.5   DISCUSSION  

In this chapter, I test the idea that including some amount of negative 

argumentation (e.g., two-sided argumentation) in a favorable sell-side analyst report 

exerts a dual effect on investor reaction to that report.  As such, two-sided argumentation 

may increase or increase or decrease investor reaction to that report depending on the 

relative strength of these opposing effects.  I argue that two-sided argumentation in a 

favorable report enhances the credibility of the analyst and that of the analyst’s report.  

Enhanced credibility, in turn, leads investors to respond to all of the arguments included 

in the report.  However, in addition to enhancing the credibility of, and therefore, the 

reaction to positive arguments, negative argumentation also decreases investors’ beliefs 

about performance by revealing negative prospects.   

The results of my study show that when one-sided and two-sided reports are 

viewed simultaneously, the presence of negative argumentation enhances credibility in 
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reports with strong arguments.  Furthermore, this enhanced credibility appears to 

translate into higher investment-related judgments.  In contrast, if evaluating such reports 

separately, two-sided argumentation does not significantly influence perceived credibility 

or the likelihood of investment.  That is, analysts issuing two-sided reports are not viewed 

as more credible than those issuing one-sided reports.  As a result, the investment-related 

judgments of investors viewing two-sided reports are not higher than the judgments of 

those viewing one-sided reports.  Rather, when one- and two-sided reports are viewed 

separately, participants in Experiment 1 appear to judge analyst and report credibility 

based on positive argument strength.  Moreover, positive argument strength also 

moderately influences participants’ investment-related judgments. 

The finding that positive accounting argument strength influences participants’ 

investment-related judgments contradicts that of prior analyst research.  As noted earlier, 

the results of Hirst et al. (1995) suggest that investors do not attend to positive argument 

strength when reacting to favorable analyst reports.  One reason for this difference may 

be due to the arguments used in this study, combined with recent institutional changes in 

the analyst environment.  Specifically, all of the arguments in my materials are 

accounting-based arguments and, thus, may be viewed as more factual than other types of 

arguments.  Moreover, recent regulatory and political focus on analysts and analyst 

reform may have somewhat assuaged investor concerns about the veracity of favorable 

analyst ratings as compared to past periods.  Thus, participants in this study may be more 

willing to rely on strong positive arguments, even if such arguments are strictly incentive 

consistent. 
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This study has interesting theoretical and practical implications.  The accounting 

literature identifies that positive news generally lacks credibility.  In this study, I focus on 

a specific type of credibility enhancer—namely the use of negative accounting 

argumentation.  The results of this study suggest that features of argumentation, such as 

the type or strength of supporting arguments, influences the perceived credibility and 

persuasiveness of favorable analyst reports.  This is of practical interest to sell-side 

analysts as I document that analysts who have strong accounting arguments to justify 

their favorable reports can increase their perceived credibility and that of their reports by 

revealing such arguments to investors.  In addition, my results also indicate that when 

analysts are compared directly with their peers, they may benefit by providing some 

amount of negative argumentation.  By speaking negatively, they will be deemed 

credible, and their favorable reports will be more likely to persuade investors to trade. 



FIGURE 3 
PREDICTIONS FOR PERCEIVED CREDIBILITY (H1a and H1b) 
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This figure predicts the impact of argumentation (one-sided versus two-sided) and positive argument strength 
on perceived analyst and report credibility as predicted by the credibility perspective (Hypothesis 1).  In sum, 
the credibility perspective predicts that the perceived credibility of the analyst and the analyst’s favorable report 
will be higher when investors receive strong positive arguments as compared to weak positive arguments when 
viewing a two-sided report, but not when viewing a one-sided report. 
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FIGURE 4 
PREDICTIONS FOR PERFORMANCE JUDGMENTS AND THE LIKELIHOOD OF INVESTMENT 

(H2a and H2b) 
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This figure depicts a potential pattern of investors’ judgments about firm performance and about their 
likelihood of investment as predicted by the credibility perspective (Hypothesis 2a and 2b).  The 
credibility perspective predicts that investors will make higher performance and investment-related 
judgments when receiving strong versus weak positive arguments when viewing a two-sided favorable 
sell-side analyst report (i.e., a report with both positive and negative argumentation), but not when 
viewing a one-sided favorable report (i.e., one with strictly positive arguments).
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FIGURE 5 
SUMMARY OF THE EXPERIMENTAL DESIGN  
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This figure depicts my proposed experimental design.  I vary at two levels the type of argumentation 
included in the favorable analyst report (one-sided versus two-sided).  I also will vary at two levels the 
strength of the positive arguments in the report (strong versus weak).   
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FIGURE 6 
H1a and H1b RESULTS 
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This figure presents depicts the observed patterns of participants’ perceptions of credibility.  Figure 2 
presents the predicted pattern.  I test these patterns using an analysis of variance presented in Table 1.  
Panel A presents participants’ perceptions of analyst credibility and Panel B presents their perceptions of 
report credibility. 
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FIGURE 7 
H2a and H2b RESULTS 
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This figure presents depicts the observed patterns for participants’ performance and investment judgments.  
I test these patterns using a multivariate analyses of variance presented in Table 2.  Panel A presents 
participants’ judgments about future earnings performance, and Panel B presents their judgments about the 
likelihood of investment. 
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TABLE 1 

PERCEIVED ANALYST AND REPORT CREDIBILITY 
 

Panel A:  Mean Judgment (Standard Deviation) for Perceived Analyst and Report 
Credibility 

 

Analyst Credibility 
 

   

Report Credibility 
 

 Type of Argumentation   Type of Argumentation 
 
Strength of 
the Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

   
Strength of 
the Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

 
Strong 5.68 

(1.25) 
n=19 

5.38 
(1.28) 
n=17 

5.54 
(1.26) 
n=36 

   
Strong 

 

5.58 
(1.26) 
n=19 

 

5.35 
(1.23) 
n=17 

 

5.47 
(1.24) 
n=36 

 
Weak 4.82 

(1.17) 
n=14 

4.97 
(1.19) 
n=16 

4.90 
(1.16) 
n=30 

 

   
Weak 

 

4.75 
(1.09) 
n=14 

 

4.75 
(1.24) 
n=16 

 

4.75 
(1.15) 
n=30 

 
Column 
Means 

 

5.32 
(1.27) 
n=33 

 

5.18 
(1.24) 
n=33 

 

    
Column 
Means 

 

5.23 
(1.24) 
n=33 

 

5.06 
(1.24) 
n=33 

 

  
 
Panel B:  Analysis of Variance 

  Analyst Credibility  Report Credibility 
 

Source of Variation 
  

df 
  

F-
statistic 

  
p-value  

  
df 

  
F-

statistic 

  
p-

value  

             
Type of Argumentation  1  0.06  0.80  1  0.14  0.71 
Strength of the Positive Arguments  1  4.41  0.04  1  5.67  0.02 
Type of Argumentation  
    × Strength of the Positive        
       Arguments 
 

 1  0.55  0.46  1  0.14  0.71 

 
After viewing a favorable analyst report (buy rating) containing five accounting arguments, participants 
were asked to judge the credibility of the analyst and the report.  The arguments in the favorable analyst 
report were either strictly positive (one-sided argumentation) or positive and negative (two-sided 
argumentation).  In addition, the strength of the positive accounting arguments varied at two levels:  strong 
where each accounting measure was accompanied by a causal discussion of why the measure predicted 
positive future performance, and weak where it did not.  For both analyst and favorable report credibility, 
participants provided their responses on an 11-point scale with endpoints labeled 0 “not at all believable” 
and 10 “extremely believable.”
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TABLE 2 

PARTICIPANTS’ PERFORMANCE AND INVESTMENT-RELATED JUDGMENTS a 

 
Panel A:  Mean (Standard Deviation) for Performance and Investment-Related Judgments 
 

  
Earnings Growth 

 Stock Price 
Performance 

 Likelihood of 
Investment--Other 

 Likelihood of 
Investment--Self 

Strength of the 
Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

 
One-
sided 

Two-
Sided 

Row 
Means 

 
One-
sided 

Two-
Sided 

Row 
Means 

 
One-
sided 

Two-
Sided 

Row 
Means 

 
Strong 6.05 

(1.29) 
n=19 

6.12 
(1.63) 
n=17 

6.08 
(1.44) 
n=36 

 6.45 
(0.96) 
n=19 

5.91 
(1.61) 
n=17 

6.19 
(1.32) 
n=36 

 6.21 
(1.47) 
n=19 

6.21 
(1.34) 
n=17 

6.21 
(1.47) 
n=36 

 4.82 
(1.66) 
n=19 

4.94 
(2.10) 
n=17 

4.88 
(1.85) 
n=36 

 
Weak 5.75 

(1.48) 
n=14 

5.44 
(1.41) 
n=16 

5.58 
(1.43) 
n=30 

 6.14 
(1.08) 
n=14 

5.56 
(0.89) 
n=16 

5.83 
(1.01) 
n=30 

 6.61 
(1.94) 
n=14 

6.17 
(1.41) 
n=16 

6.37 
(1.67) 
n=30 

 4.25 
(2.10) 
n=14 

3.75 
(1.53) 
n=16 

3.98 
(1.80) 
n=30 

 
Column 
Means 

5.92 
(1.36) 
n=33 

5.79 
(1.54) 
n=33 

  6.32 
(1.01) 
n=33 

5.74 
(1.31) 
n=33 

  6.38 
(1.67) 
n=33 

6.18 
(1.44) 
n=33 

  4.58 
(1.85) 
n=33 

4.36 
(1.91) 
n=33 

 

 
Panel B:  Pearson Correlations (p-values) among Performance and Investment-Related Judgments 
 

   
Earnings Growth 

 Stock Price 
Performance 

 Likelihood of 
Investment--Other 

 
Stock Price Performance 
 

  

0.51 
(<0.01) 

    

 
Likelihood of Investment—
Other 

  

0.15 
(0.23) 

  

0.30 
(0.01) 

  

 
Likelihood of Investment—
Self 

  

0.41 
(<0.01) 

  

0.49 
(0.01) 

  

0.61 
(<0.01) 
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TABLE 2 (continued) 

PARTICIPANTS’ PERFORMANCE AND INVESTMENT-RELATED JUDGMENTS   
 
Panel C:  Multivariate Analysis of Variance for Performance Judgments 
 

 
Source of Variation 

  
df 

  
F-statistic 

  
p-value  

       
Type of Argumentation  2, 61  2.07  0.13 
Strength of the Positive Arguments  2, 61  1.05  0.38 
Type of Argumentation  
    × Strength of the Positive Arguments 

 2, 61  0.16  0.85 

 
 
Panel D:  Multivariate Analysis of Variance for Investment-Related Judgments 
 

 
Source of Variation 

  
df 

  
F-statistic 

  
p-value  

       
Type of Argumentation  2, 61  0.17  0.85 
Strength of the Positive Arguments  2, 61  4.15  0.02 
Type of Argumentation  
    × Strength of the Positive Arguments 

 2, 61  0.24  0.78 

 
           
a Independent variables are described in Table 1.  
 
Participants were asked to provide four performance and investment-related judgments based on the sell-side analyst report.  The first two questions 
capture participants’ beliefs about firm performance and the last two questions capture their beliefs about investing.  In the first question, participants 
provided their beliefs about the company’s future earnings growth on an 11-point scale with endpoints labeled 0 “very strong” and 10 “very weak.”  In 
the second question, participants indicated their beliefs about 12-month stock price performance of the company on a scale with endpoints labeled 0 
“very unfavorable” and 10 “very favorable”.  For the third and fourth questions, participants judged the likelihood that a potential investor would invest 
in the stock from a third person perspective (i.e., “a potential investor”) and a first person perspective (“you, as a potential investor”).  Participants 
provided both evaluations on scales with endpoints labeled 0 “not at all likely” and 10 “extremely likely.”  
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TABLE 3 

RESULTS FOR PERCEIVED CREDIBILITY—WITHIN-PARTICIPANTS a 
 
 

Panel A:  Mean Judgment (Standard Deviation) for Perceived Analyst and Report 
Credibility 
 

 

 
Dependent Measure 

 

One-Sided 
(Low 

Proportion) 

 

Two-Sided  
(Moderate 

Proportion) 

 

Two-Sided  
(High 

Proportion) 
 

Perceived Analyst Credibility 4.46 
(2.02) 

 

6.03 
(1.46) 

 

4.30 
(2.48) 

 
 

Perceived Favorable Report Credibility 
 

 

4.82 
(2.24) 

 

5.81 
(1.60) 

 

3.07 
(2.34) 

      
 

Panel B:  Repeated Measures Analysis of Variance  
        

  

Dependent Measure   

df   

F-statistic   

p-value  
        
 Perceived Analyst Credibility 

 
 2, 72  8.99  < 0.01 

 Perceived Favorable Report Credibility 
 

 2, 72  16.44  < 0.01 
       

 
 

Panel C:  Planned Contrast –Within-Participants Test of Two-Sided Argumentation 
 

 

One-Sided versus Two-Sided Moderate Conditions 
 

df 
 

t-statistic 
 

p-value 

 

Perceived Analyst Credibility 
 

1 
 

- 3.48 
 

 < 0.01 
 

Perceived Favorable Report Credibility 
 

1 
 

- 2.03 
 

 0.05 
 

 
 

Panel D:  Planned Contrast –Within-Participants Test of Argumentation Proportion 
 

 

Two-Sided Moderate versus Two-Sided High Conditions 
 

df 
 

t-statistic 
 

p-value 

 

Perceived Analyst Credibility 
 

1 
 

3.84 
 

 < 0.01 
 

Perceived Favorable Report Credibility 
 

1 
 

5.68 
 

 < 0.01 
 

 
           
a Independent variables are described in Table 1.  
 
After viewing three favorable analyst reports (buy rating) from three different analysts, each containing five 
accounting arguments, participants were asked to judge the believability (“credibility”) of each analyst and 
each of the reports.  For both analyst and favorable report credibility, participants provided their responses 
on an 11-point scale with endpoints labeled 0 “not at all believable” and 10 “extremely believable.” 
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TABLE 4 

PARTICIPANTS’ INVESTMENT ALLOCATIONS—WITHIN-PARTICIPANTS a 
 

Panel A:  Mean Judgment (Standard Deviation) for Percentage of $10,000 Invested 
 
 

Dependent Measure 
 

 

One-Sided 
(Low 

Proportion) 

 

Two-Sided  
(Moderate 

Proportion) 

 

Two-Sided  
(High 

Proportion) 
 

Percentage to be Invested 35.57 
(24.01) 

 

51.92 
(25.96) 

 

12.51 
(19.65) 

 
    
 
 

Panel B:  Paired Comparison–Within-Participants Test of Two-Sided Argumentation 
 
 

One-Sided versus Two-Sided Moderate Conditions 
 

df 
 

t-statistic 
 

p-value 

 

Percentage of $10,000 Invested 
 

 

36 
 

- 2.16 
 

  0.04 
 
 

Panel C:  Paired Comparison–Within-Participants Test of Argumentation Proportion 
 
 

Two-Sided Moderate versus Two-Sided High Conditions  
df 

 
t-statistic 

 
p-value 

 

Percentage of $10,000 Invested 
 

 

36 
 

6.10 
 

 < 0.01 

 
           
a Independent variables are described in Table 1.  
 
After viewing three favorable analyst reports (buy rating) from three different analysts, each containing five 
accounting arguments, participants provide an investment judgment.  Specifically, participants are asked to 
assume they have $10,000 to invest in Companies A, B and C, and to indicate the percentage of funds they 
would allocate to each of the three companies. 
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CHAPTER FOUR:  EXPERIMENT TWO 

4.1 INTRODUCTION 

 In this chapter, I describe a second experiment (Experiment 2), in which I further 

explore how two-sided argumentation influences investors’ credibility and investment-

related judgments in a joint evaluation setting.  I conduct a second experiment, because 

results from Chapter 3 suggest that investor reaction to two-sided argumentation in 

favorable analyst reports may depend on whether investors are jointly or separately 

viewing such reports.  Specifically, results reveal that when separately viewing one- and 

two-sided reports, investors’ credibility and investment judgments are influenced only by 

positive argument strength.  In contrast, when investors have the opportunity to view 

these reports together, they rate two-sided reports as more credible than one-sided 

reports.   

 However, the within-participants experimental design employed in Part B of 

Experiment 1 does not allow me to conduct a full test of my hypotheses.  Given the 

exploratory nature of the design, I do not manipulate the strength of the positive 

arguments.  Thus, I am unable to test for an interaction between the type of 

argumentation (one-sided or two-sided) and the strength of the positive arguments (strong 

or weak) when investors jointly evaluate one- and two-sided reports.  Additionally, the 

judgments in Experiment 1, Part B are collected after soliciting initial credibility, 

investment, and process judgments.  Thus, it is possible that conducting the tests in this 

order contaminated participants’ judgments in the within-participants design.  Conducting 

Experiment 2 allows me to provide a more complete and pure test of my hypotheses in a 
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joint evaluation setting.  The remainder of this chapter describes the design and results 

from this second experiment. 

4.2 EXPERIMENT 

4.2.1 Participants 

To further explore how two-sided argumentation and the strength of positive 

arguments influence investor reaction to favorable reports (e.g., test H1 and H2) in a joint 

evaluation setting, I conduct an experiment using a 2 × 2 mixed design.  I recruit another 

forty MBA students to participate in the experiment, which takes approximately 20 

minutes to complete.27  Among these participants, approximately 65% have previously 

invested in common stock.  Participants have a reasonable understanding of business and 

economics as, on average, they have 8.5 years of work experience, and have taken 3.5 

finance and 3.0 accounting courses.28   

4.2.2 Materials and Manipulations 

 The experimental materials for Experiment 2 (see Appendix B) begin with brief 

background information about two companies (Companies A and B) in the specialty 

packaging industry (i.e., the same industry as the company in Experiment 1) and 

information about two sell-side analysts (Analysts 1 and 2) who have provided research 

reports on these companies.  Similar to Experiment 1, to set participants’ perceptions of 

analyst incentives as high, I include the following statement in the description of the two 

                                                      
27 One participant self-reports experience as a professional investor.  However, reported results remain 
qualitatively the same if the data from this participant are excluded from the analysis. 
28 Importantly, none of these demographic measures varies by positive argument strength (all p-values > 
0.21), suggesting my random assignment of participants to between-participants conditions is successful.  
Moreover, these demographic measures do not differ significantly from those of participants in Experiment 
1 (all p-values > 0.32).     
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sell-side analysts:  “Potential Conflict of Interest:  The brokerage firms of both analysts 

do and seek to do business with the companies covered in their research reports, 

including Companies A and B.  Thus, investors should be aware that the firms may have 

a conflict of interest that could affect the objectivity of these reports.” 

The first independent variable in the 2 × 2 mixed design is the type of 

argumentation provided, which varies at two levels on a within-participants basis.  All 

participants receive two favorable reports issued by two different analysts on two 

different companies in the specialty packaging industry.  Both reports contain a buy 

rating and a statement conveying the analyst’s opinion that the company shows strong 

potential for earnings growth and stock price appreciation over the next 12-months.  I 

manipulate the type of argumentation within-participants at two-levels:  one-sided and 

two-sided.  Identical to Experiment 1, the one-sided report contains five strictly positive 

accounting arguments in the report.  In contrast, the two-sided report contains both 

positive and negative arguments (three and two, respectively).29  Allowing participants to 

view the reports side-by-side before evaluating both reports represents joint evaluation, as 

they are able to easily compare both reports before making any judgments. 

Providing participants with research reports from two different analysts on two 

different companies is a key feature of my design.  This design feature allows me to test 

participants’ perceptions of analyst and report credibility, as well as capture their 
                                                      
29 To eliminate the possibility that participants respond more positively to the first report presented on the 
page or base their judgments on the labels used (e.g., Company A or Analyst 1), I also manipulate the order 
in which participants view the one- and two-sided reports.  In one version, the one-sided report, prepared 
by Analyst 1 for Company A, is presented first (e.g., on the left of a 11 x 17 page) and the two-sided report, 
prepared by Analyst 2 for Company B, is presented second.  In the second version, this order and labeling 
is reversed.  Order does not have a significant effect on the reported results; therefore, pooled results are 
presented. 
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judgments about future performance and investing.  Unless participants are provided with 

reports on two different companies, they cannot make different investment-related 

judgments.  For example, if participants view two analyst reports on the same company, 

they will be able to rate the credibility of the each analyst and their respective reports.  

However, they can only make one investment judgment, as both analysts are reporting on 

the same company.  Additionally, similar remarks made by two separate analysts would 

corroborate each other and increase analyst and report credibility, irrespective of my two 

manipulations (i.e. type of argumentation and positive argument strength).  Thus, to 

isolate the influence of my variables of interest on credibility and to test whether any 

resulting differences in perceived credibility impact judgments about performance and 

investing, I provide participants with two analyst reports on two different companies. 

The second independent variable—the strength of the positive arguments—also 

varies at two levels (strong or weak), and is manipulated between-participants.  In the 

strong condition, both analyst reports contain positive arguments that include an analysis 

of an accounting based measure plus a causal discussion.  The two analyst reports in the 

weak condition include the same analysis without the causal discussion.  The strength of 

the positive arguments is manipulated between-participants rather than within-

participants, because results from Experiment 1 suggest that participants discriminate 

between reports containing strong and weak positive arguments when evaluating them 

independently.  Because positive argument strength is manipulated dichotomously (i.e., 

presence or absence of a causal discussion), research in psychology supports the idea that 

this attribute should be relatively easy to evaluate regardless of evaluation mode (Hsee et 
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al. 1999).  As such, I do not expect the influence of positive argument strength to interact 

with evaluation mode and, thus, hold constant the manipulation on a between-participants 

basis in Experiment 1 and Experiment 2. 

After simultaneously viewing both reports (i.e., viewing in joint evaluation 

mode), participants are asked a series of questions.  The questions fall into three 

categories:  (1) main dependent measures, (2) manipulation and other checks, and (3) 

demographic questions.  The main dependent measures include questions designed to 

capture participants’ judgments of analyst and report credibility, and their performance 

and investment-related judgments.  Participants provide two ratings for each of the main 

dependent measures—one based on each of the analyst reports. 

4.3 RESULTS 

4.3.1 Manipulation Checks 

 For the type of argumentation manipulation, I ask participants to indicate the type 

of arguments provided in each of the analyst reports.  Three options are provided:  five 

positive arguments, three positive and two negative arguments, and do not recall.  Results 

show that for the one-sided (two-sided) report, 92.5% (92.5%) of the participants 

correctly responded to this question.  These responses are significantly associated with 

the experimental condition ( =36.57, p < 0.01), suggesting the effectiveness of the type 

of argumentation manipulation.  To test the strength of positive arguments manipulation, 

participants are asked to rate how strong of support the arguments provide for the 

analyst’s favorable opinion, with 0 representing “very weak’ and 10 representing “very 

strong.”  Results reveal that participants’ beliefs about positive argument strength depend 

2
2χ
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on the type of argumentation provided (F1, 38 = 5.02, p = 0.03).  When viewing positive 

arguments in a one-sided report, participants consider strong arguments to be stronger 

support than do participants receiving weak arguments (t38 = 2.29, p = 0.01).  However, 

when viewing arguments in a two-sided report, participants consider strong and weak 

positive arguments to provide equally strong support for the analysts’ opinions (t38 = 

0.50, p = 0.31). 

 Further comparison reveals that the reason why strong and weak arguments are 

revealed to be equally as strong for the two-sided reports relates to the judgments made in 

the weak positive arguments condition.  Based on the findings discussed in this chapter, it 

appears that the responses to this question are affected by the interaction of my two 

manipulated independent variables.  Thus, it does not represent a failed positive argument 

strength manipulation per se.  As I discuss in the following sections, results of 

Experiment 2 reveal that two-sided argumentation increases perceived credibility in the 

weak positive argument condition.  Research in psychology suggests that potential 

consequences of enhanced credibility include increased reliance on and/or processing of 

the positive arguments included in the analyst report (e.g., Petty and Cacioppo 1986).  In 

this case, any increased processing of weak positive arguments may lead participants to 

make their own causal connections between the accounting arguments and future 

financial performance.  As such, it is plausible that differences in the perceived strength 

of strong and weak positive arguments may be eliminated. 
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4.3.2 Tests of Hypotheses—Experiment 2 

 As in Experiment 1, I ask participants two primary questions designed to capture 

their credibility assessments and, thus, test whether two-sided argumentation and positive 

argument strength jointly influence investors’ perceptions of analyst and report credibility 

(H1a and H1b).  I ask them to rate the credibility of the analyst and the credibility of the 

analyst’s investment rating on 11-point scales.  Panel A of Table 5 shows the descriptive 

statistics for these two primary dependent variables related to credibility by experimental 

condition.   

 Recall that in H1a and H1b, I predict that the difference between the perceived 

credibility of the analyst (or the analyst’s report) when investors receive strong positive 

arguments as compared to weak ones depends on the type of argumentation provided—

e.g., whether they are viewing a one-sided or two-sided report.  To test for a significant 

Type of Argumentation × Strength of the Positive Arguments interaction, I use a mixed 

linear model and present the results in Panel B of Table 5.  For analyst and report 

credibility, the interaction is significant (F1, 38 = 7.36, p = 0.01 and F1, 38 = 4.73, p = 0.04, 

respectively).  These interactions are depicted graphically in Figure 8 (Panel A and B).  

However, follow-up comparisons (untabulated) indicate that the observed interactions are 

those predicted in H1a and H1b.  In a joint evaluation setting, the simple effects tests 

suggest that providing two-sided argumentation increases the analyst and report 

credibility assessments of favorable reports containing weak positive arguments (t38 = 

3.93, p < 0.01 and t38 = 2.84, p < 0.01, respectively), but not strong ones (both p > 0.80). 
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 To test participants’ performance and investment-related judgments (H2a and 

H2b), I collect two dependent measures.  For both measures, participants provide 

responses related to each company.  The first measure asks participants to assess their 

beliefs about future earnings growth, and the second asks them, as potential investors, to 

evaluate how likely it is that they would invest.  Table 6 presents the descriptive statistics 

(Panel A) and the results of the mixed linear model (Panel B) used to test my hypotheses 

for the two scaled measures (earnings growth and likelihood of investment).  Figure 9 

presents these results graphically. 

 As presented in Panel B of Table 6, I observe a marginally significant interaction 

between the type of argumentation and positive argument strength for the earnings 

growth measure (F1,38 = 3.46, p = 0.07) and a significant interaction for participants’ 

likelihood of investment (F1,38 = 4.65, p = 0.04, respectively).  These results indicate that 

participants’ judgments about performance and investing for the one- and two-sided 

reports depend on whether they received weak or strong arguments in those reports.  I 

conduct follow-up tests to determine the source of the interaction.  Such tests indicate 

that the form of the observed interaction is not that predicted by H2a and H2a.  Recall 

that H2a and H2b predict that participants who receive strong positive arguments will 

make higher performance and investment-related judgments, respectively, than those who 

receive weak arguments, but only when they are evaluating two-sided favorable reports.   

 For the performance measure, follow-up comparisons (untabulated) reveal that 

participants receiving strong arguments judge earnings growth to be significantly higher 

than those receiving weak arguments only for their judgments related to the one-sided 
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report (t38 = 2.27, p = 0.03).  Unexpectedly, these comparisons also suggest that 

participants who received strong arguments assess future earnings growth to be 

significantly higher for the company in the one-sided report as compared to the two-sided 

report (t38 = 2.26, p = 0.03).  In contrast, those who received weak arguments judge future 

earnings growth to be similar whether they received one- or two-sided reports (t38 = 0.36, 

p > 0.72).   

 With respect to participants’ judgments about investing, overall results for the 

likelihood of investment judgment support the idea that type of argumentation and 

positive argument strength interact.  However, contrary to predictions, follow-up 

comparisons (untabulated) reveal that participants receiving strong arguments were not 

more likely to invest when viewing a two-sided report than a one-sided report (t38 = 1.81, 

p > 0.19).  Instead, results of Experiment 2 reveal that two-sided argumentation 

significantly influences judgments about investing when participants receive weak 

positive arguments.  That is, participants receiving weak arguments are more likely to 

invest when viewing a two-sided favorable report than a one-sided report (t38 = 1.70, p = 

0.05).   

4.4 DISCUSSION 

To summarize, the results of Experiment 2 confirm that the effect of two-sided 

argumentation depends on whether participants are viewing one-sided and two-sided 

favorable reports jointly or separately.  Tests using a mixed experimental design indicate 

that, when jointly evaluating one-sided and two-sided favorable reports, the effect of two-

sided argumentation on perceptions of credibility, earnings growth, and judgments about 
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investing depend on whether participants receive strong or weak arguments.  That is, 

results indicate that an interaction exists between the type of argumentation provided 

(one-sided or two-sided reports) and the strength of the positive arguments (weak or 

strong).  However, follow-up tests reveal that the observed interaction contradicts the 

form of my ex ante predictions.  Interestingly, evidence suggests that the effect of two-

sided argumentation on investors’ credibility and investment-related judgments generally 

are more pronounced for favorable reports containing weak positive arguments than those 

containing strong arguments.  For reports with weak positive arguments, two-sided 

argumentation appears to bolster credibility and, in turn, the likelihood of investment.  

Experiment 2 also reveals that when two-sided argumentation exerts influence on 

investors receiving strong positive arguments, it tends to lower judgments about 

performance.  In particular, investors receiving strong positive arguments believe future 

earnings performance will be higher for the company in the one-sided report as compared 

to the company in the two-sided report. 

Before discussing the reasons for and implications of these observed results, I first 

address the inconsistent findings in the two within-participants tests.  Chapter 3 reveals 

that during joint evaluation, participants viewing reports with strong positive arguments 

rate analyst and report credibility as higher for the two-sided report than the one-sided 

report.  This enhanced credibility translates into higher investment judgments.  In 

Experiment 2, I do not replicate these results.  Rather, results of Experiment 2 indicate 

that two-sided argumentation does not provoke differences in perceived analyst or report 

credibility for participants viewing reports with strong positive arguments.  As mentioned 
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earlier in this chapter, it is likely that the results of Experiment 2 represent a truer test of 

investor reaction to two-sided argumentation in a joint evaluation setting than does Part B 

of Experiment 1.  Because Part B was conducted after collecting the primary dependent 

measures, process measures, and manipulation check questions for Part A, those 

responses may be contaminated.  For instance, prior to executing Part B, I ask 

participants questions about analyst incentives and bias, as well as ask questions about 

the number of arguments, which may trigger participants to think more about those 

relationships than they would otherwise.  Experiment 2 avoids these confounds by 

providing participants with the opportunity for joint evaluation without such priming. 

That being said, the results that I observe across both experiments conflict with 

my ex ante predictions.  First, contrary to predictions, the between-participants results of 

Experiment 1 indicate that investors attend to and use positive argument strength in both 

types of judgment, irrespective of type of argumentation.  Recent regulation of the 

analyst community (e.g., the Global Analyst Research Settlement) may account for 

increased attention to analyst arguments, even for those included in one-sided reports.  

Various articles in the popular press and an SEC investor alert have been publicized in 

recent years to educate investors about reading analyst arguments (e.g., Knight 2006; 

SEC 2005).  It is possible that this institutional focus on nonprofessional investor 

education may have caused participants to attend more to argument strength in all types 

of analyst reports than I previously postulated. 

Given the importance of positive argument strength, the results of Experiment 2 

should be viewed in light of this finding.  It is possible that in a joint evaluation setting, 
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positive argument strength also exerts significant influence on investors’ judgments about 

credibility and investing.  Thus, the potential effects of two-sided argumentation must be 

considered given what argument strength already does for analyst credibility.  Consider 

the example of an analyst that already is deemed credible because he has provided strong 

positive arguments.  In this case, providing two-sided argumentation provides no upside 

potential.  That is, the analyst achieves no increase in credibility by including negative 

arguments.  Rather, the presence of negative accounting argumentation only triggers its 

other potential effect—namely, to lower expectations about future earnings performance 

by revealing negative prospects.  Conversely, consider the example of an analyst who 

provides weak positive arguments.  This analyst is not considered inherently credible 

based on the strength of his arguments.  Thus, providing two-sided argumentation in a 

joint evaluation setting provides a salient cue that has the ability to increase credibility, as 

analyst credibility has not already established via argument strength. 

This potential explanation is supported by participants’ judgments about 

credibility and performance as depicted in Figures 8 and 9.  In the strong condition, 

participants do not rate analyst or report credibility differently for the one- and two-sided 

reports.  Yet, participants provide lower future earnings performance ratings for the two-

sided report than for the one-sided report.  These results indicate that two-sided 

argumentation does not enhance credibility in the strong argument condition, but their 

judgments are adversely impacted by the negative performance news.  On the other hand, 

in the weak argument condition, two-sided argumentation indeed enhances credibility.  

This enhanced credibility leads to increases beliefs about the positive performance 
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arguments, which offsets the effect of revealing negative prospects as reflected in Panel 

A of Figure 9. 

Unfortunately, this interpretation does not provide a parsimonious explanation for 

the results observed in Experiments 1 and 2 because the mean ratings for analyst and 

report credibility in the strong argument condition (5.23 and 5.79, respectively, out of 10) 

are only moderate ratings of credibility.  That is, strong arguments do not maximize the 

credibility of analyst and analyst reports such that two-sided argumentation cannot 

possibly improve it further.  This is further evidenced by the observation that an analyst 

who provides a two-sided report containing weak positive arguments is rated more 

credible than the analysts in either of the strong positive argument conditions.  Thus, I 

discuss another possibility for why two-sided argumentation only provides a benefit in 

the weak arguments condition.  This potential explanation relates to differences in 

processing that may have occurred due to other aspects of the reports in the strong and 

weak conditions. 

Comparing the experimental materials in the Appendices, one noticeable 

difference is that the joint evaluation of reports in the strong arguments condition is a 

more cognitively complex task than joint evaluation of the reports in the weak condition.  

Given the extra effort required to read through two detailed sets of arguments, it is 

possible that participants in the strong condition approached the task using less effortful 

processing than those in the weak condition (Petty and Cacioppo 1986).30  When less 

effortful processing is used, it is likely that participants rely more on peripheral cues, 
                                                      
30 This type of processing difference may not have been observed in separate evaluation mode, as 
participants were only required to read and evaluate one report. 
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such as the net number of positive arguments, when making performance and/or 

investment judgments.  The persuasion literature also suggests that this type of 

processing generally engenders lower levels of persuasion (Petty and Cacioppo 1986), 

which also may explain, on average, why the analyst is viewed as only moderately 

credible. 

 On the other hand, participants in the weak arguments condition receive a less 

detailed task, which allows them to more easily process the arguments.  As a result, it is 

two-sided argumentation enhances credibility, and leads participants to internalize and 

more completely process the analyst’s positive arguments.  This higher level of 

processing, combined with participants’ accounting and finance knowledge, may allow 

participants to make their own causal connections.  Supporting this idea, the presence of 

two-sided argumentation significantly increases participants’ perceptions of argument 

strength in the weak arguments condition.  In fact, as mentioned previously, participants 

rate the weak arguments in a two-sided report to be as strong as those provided in the 

strong arguments condition. 

Overall, the results of these two experiments suggest that more research is needed 

to increase our understanding of when two-sided argumentation increases perceived 

credibility and, in turn, investors’ judgments about performance and investing.  The 

combined results of Experiments 1 and 2 provide clear evidence that two-sided 

argumentation influences investor judgments in joint evaluation; however, the boundary 

conditions of such effects remains to be fully explored.  One suggestion for future 

research might be to isolate the two potential explanations posed in this chapter.  That is, 
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one might determine whether positive argument strength and two-sided argumentation 

compete in their influence on credibility, or whether positive argument strength indeed 

impedes processing by creating a cognitively complex task in a joint evaluation setting.   



FIGURE 8 
H1a and H1b RESULTS—EXPERIMENT 2 

 
Panel A:  Participants’ Perceptions of Analyst Credibility 

4.78

6.78

5.50

5.38

Strong Weak

Strength of the Positive Arguments

One-sided Favorable Report Two-sided Favorable Report
 

 
Panel B:  Participants’ Perceptions of Report Credibility 

4.85

6.335.85

5.73

Strong Weak

Strength of the Positive Arguments

One-sided Favorable Report Two-sided Favorable Report
 

       
This figure presents depicts the observed patterns of participants’ perceptions of credibility in Experiment 
2.  Figure 2 presents the predicted pattern, and Figure 6 depicts the results of the between-participants tests 
in Experiment 1.  I test these patterns using a mixed linear model as presented in Table 5.  Panel A presents 
participants’ perceptions of analyst credibility, and Panel B presents their perceptions of report credibility. 
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FIGURE 9 
H2a and H2b RESULTS—EXPERIMENT 2 

 
Panel A:  Participants’ Judgments about Future Earnings Performance 
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Panel B:  Participants’ Judgments about the Likelihood of Investment—Self 
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This figure presents depicts the observed patterns for participants’ performance and investment judgments.  
I test these patterns using a mixed linear model as presented in Table 6.  Panel A presents participants’ 
judgments about future earnings performance, and Panel B presents their judgments about the likelihood of 
investment.
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TABLE 5 

PERCEIVED ANALYST AND REPORT CREDIBILITY—EXPERIMENT 2 
 

Panel A:  Mean Judgment (Standard Deviation) for Perceived Analyst and Report 
Credibility—Experiment 2 

 

Analyst Credibility 
 

   

Report Credibility 
 

 Type of Argumentation   Type of Argumentation 
 
Strength of 
the Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

   
Strength of 
the Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

 
Strong 
 

5.50 
(1.60) 
n=20 

5.38 
(1.69) 
n=20 

5.23 
(1.64) 
n=40 

   
Strong 

 

5.85 
(1.70) 
n=20 

 

5.73 
(1.59) 
n=20 

 

5.79 
(1.63) 
n=40 

 
Weak 
 

4.78 
(1.67) 
n=20 

6.78 
(1.57) 
n=20 

5.78 
(1.89) 
n=40 

   
Weak 

 

4.85 
(2.17) 
n=20 

 

6.33 
(1.73) 
n=20 

 

5.59 
(2.08) 
n=40 

 
Column 
Means 

 

5.14 
(1.67) 
n=40 

 

6.16 
(1.73) 
n=40 

    
Column 
Means 

 

5.35 
(1.99) 
n=40 

 

6.03 
(1.67) 
n=40 

 

  
 
Panel B:  2 × 2 Mixed Linear Model—Experiment 2 

    Analyst Credibility  Report Credibility 
 

Source of Variation 
  

df 
  

F-
statistic 

  

p-
value  

  

F-
statistic 

  

p-
value 

           
Between-participants:           
Strength of the Positive Arguments  1, 38  0.45  0.51  0.21  0.65 
 

Within-participants: 
          

Type of Argumentation  1, 38  8.13  0.00  3.37  0.07 
Type of Argumentation  
    × Strength of the Positive Arguments 
 

 1, 38  7.36  0.01  4.73  0.04 

 
After simultaneously viewing two favorable analyst reports (buy rating) containing five accounting 
arguments each, participants were asked to judge the credibility of each analyst and their reports.  The 
arguments in one of the analyst reports were strictly positive (one-sided argumentation) and the other were 
both positive and negative (two-sided argumentation).  The strength of the positive accounting arguments 
varied at two levels:  strong where each accounting measure was accompanied by a causal discussion of 
why the measure predicted positive future performance, and weak where it did not.  Participants either 
received strong or weak positive arguments in both reports (e.g., strength varied between-participants).  For 
both analyst and favorable report credibility, participants provided their responses on an 11-point scale with 
endpoints labeled 0 “not at all believable” and 10 “extremely believable.”
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TABLE 6 

PARTICIPANTS’ PERFORMANCE AND INVESTMENT-RELATED JUDGMENTS—
EXPERIMENT 2 a 

 
Panel A:  Mean (Standard Deviation) for Performance and Investment-Related 
Judgments—Experiment 2 

 

Earnings Growth 
 

   

Likelihood of Investment 
 

 Type of Argumentation   Type of Argumentation 
 
Strength of 
the Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

   
Strength of 
the Positive 
Arguments 

One-
sided 

Two-
Sided 

Row 
Means 

 
Strong 
 

6.45 
(1.20) 
n=20 

5.20 
(1.57) 
n=20 

5.83 
(1.52) 
n=40 

   
Strong 

 

5.10 
(2.19) 
n=20 

 

4.25 
(1.92) 
n=20 

 

4.68 
(2.08) 
n=40 

 
Weak 
 

5.35 
(1.81) 
n=20 

5.55 
(1.50) 
n=20 

5.45 
(1.65) 
n=40 

   
Weak 

 

3.78 
(2.28) 
n=20 

 

4.85 
(2.27) 
n=20 

 

4.31 
(2.31) 
n=40 

 
Column 
Means 

 

5.90 
(1.61) 
n=40 

 

5.38 
(1.53) 
n=40 

    
Column 
Means 

 

4.44 
(2.31) 
n=40 

 

4.55 
(2.10) 
n=40 

 

 
Panel B:  2 × 2 Mixed Linear Model—Experiment 2 

    Earnings Growth  Likelihood of 
Investment 

 

Source of Variation 
  

df 
  

F-
statistic 

  

p-
value  

  

F-
statistic 

  

p-
value 

           
Between-participants:           
Strength of the Positive Arguments  1, 38  1.69  0.20  0.48  0.49 
 

Within-participants: 
          

Type of Argumentation  1, 38  1.81  0.19  0.06  0.80 
Type of Argumentation  
    × Strength of the Positive Arguments 
 

 1, 38  3.46  0.07  4.65  0.04 

           
a Independent variables are described in Table 1.  
 
Participants were asked to provide two performance and investment-related judgments for each of the two 
companies based on the sell-side analyst reports.  The first question captures participants’ beliefs about 
firm performance and second question captures their beliefs about investing.  In the first question, 
participants provided their beliefs about the company’s future earnings growth on an 11-point scale with 
endpoints labeled 0 “very strong” and 10 “very weak.”  For the second question, participants judged the 
likelihood that they would invest in the stock on a scale with endpoints labeled 0 “not at all likely” and 10 
“extremely likely.
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CHAPTER FIVE:  CONCLUSION 

This dissertation makes several important contributions to the accounting 

literature.  First, I characterize the financial communications process as involving a 

significant amount of persuasion.  Persuasion is defined as “any effort to modify an 

individual’s evaluations of people, objects or issues by the presentation of a message” 

(Petty and Cacioppo 1986, p. 25).  I focus on the following capital markets participants in 

describing the financial communications process:  corporate managers, sell-side analysts 

and investors.  I describe the typical communications flow among the three dyads 

represented by these groups (e.g., managers-analysts, analysts-investors, etc.), and argue 

that it involves a significant amount of persuasion.  To illustrate my points, I draw on 

existing studies in accounting.  I also introduce one persuasion theory—the persuasion 

knowledge model or PKM— and explain how it can increase our understanding of the 

financial communications process.  This theory outlines additional factors beyond those 

suggested by economic theory—such as topic knowledge, persuasion knowledge, and 

recipient (provider) knowledge—that influence the selection of and reaction to persuasion 

strategies used in financial communications.  

Second, I draw on this persuasion theory to make and test predictions about 

persuasive communications that occur in the analyst-investor dyad.  In Chapter 3, I 

explore how sell-side analysts might use accounting arguments in favorable research 

reports to persuade investors.  Specifically, I predict that two characteristics of these 

arguments—namely, the type of argumentation (e.g., one-sided or two-sided) and the 

strength of the positive arguments—will interact in their influence on investor reaction.  I 
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predict that the presence of both positive and negative arguments (e.g., two-sided 

argumentation) in a favorable analyst report enhances the credibility of the analyst and 

that of the analyst’s report.  Enhanced credibility, in turn, leads investors to respond to all 

of the arguments included in the report.  However, two-sided argumentation also has a 

potential negative effect:  it decreases investors’ beliefs about future performance by 

revealing negative prospects.  As such, the net effect on investors’ likelihood of 

investment is a function of these two opposing effects.  

Results of two experiments show that two-sided argumentation influences 

perceived credibility only when one- and two-sided reports are viewed simultaneously.  

In addition, this credibility effect is moderated by positive argument strength in the 

opposite direction of my ex ante predictions.  That is, two-sided argumentation enhances 

analyst and report credibility when investors receive weak positive arguments, but not 

when they receive strong positive arguments.  In contrast, when investors separately 

evaluate one- and two-sided reports, two-sided argumentation does not significantly 

influence credibility.  Rather, when such reports are viewed independently, investors 

appear to judge analyst and report credibility based on positive argument strength.  

Specifically, strong positive arguments lead to higher perceptions of credibility.  Positive 

argument strength also predicts investors’ likelihood of investment in separate evaluation. 

This dissertation extends the literature studying the effects of accounting 

arguments on individuals’ judgments.  Prior research that investigates accounting 

arguments generally is conducted in settings that do not have credibility issues.  As such, 

those studies cannot speak to how the strategic choice to provide positive and negative 
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accounting arguments influences both the credibility and persuasiveness of financial 

disclosures.  By focusing on accounting arguments provided by sell-side analysts who 

have incentives to be optimistic, I change the context in which arguments are evaluated.  

Although my predictions are described in terms of a favorable sell-side analyst report, I 

would make similar predictions with respect to voluntary disclosures made by managers.  

As such, the results of this experiment also will be of interest to researchers studying 

voluntary corporate disclosures. 

  The results of my experiments also indicate interesting avenues for future 

research on the persuasiveness of favorable analyst research.  One potential avenue is to 

investigate whether the nature of the negative arguments influences perceived credibility.  

My experimental results indicate that, under certain circumstances, a moderate proportion 

of negative information increases credibility and, in turn, investors’ judgments about 

investing.  Research from psychology also suggests that negative arguments must be of 

sufficient importance to increase perceived credibility (e.g., Crowley and Hoyer 1994; 

Eisend 2006).  Yet, prior accounting research indicates that the proportion of arguments 

may dominate other factors (e.g., Heiman 1990).  Thus, future research might investigate 

whether investors attend to the importance of negative arguments when evaluating 

favorable analyst research, or whether proportion dominates their judgments. 



 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 

APPENDICES:  EXPERIMENTAL MATERIALS 
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GENERAL INSTRUCTIONS 

 
 
Thank you for participating in this study.  The purpose of the study is to investigate how 
investors make judgments and decisions.  There are no right or wrong answers to the questions 
you will be asked.  Your participation in this study will take approximately 20 minutes. 
 
For purposes of this study, you will be asked to assume the role of a potential investor evaluating 
the common stock of a hypothetical company called Omega Packaging, Inc.  After reading and 
reviewing background information about Omega, you will be asked to make a series of 
judgments based on your review of that information.  
 
The case information you will receive is not intended to include all the information that would 
potentially be available to you if you were evaluating the common stock of Omega.  However, 
for purposes of this study, please base your judgments only on the information provided. 
 
There are two parts to this study: Parts A and B. Please read and complete Part A before you read
and complete Part B. 
 
Should you have any questions during the study, please do not hesitate to ask me those questions.
Please do not talk in detail about this study with other Georgia State University students during 
the next three weeks.  Thank you again for your participation.  
 
 
Jennifer Winchel 
Visiting Lecturer 
J. MACK ROBINSON COLLEGE OF BUSINESS 
GEORGIA STATE UNIVERSITY 
 
and 
 
Ph.D. Candidate in Accounting 
MCCOMBS SCHOOL OF BUSINESS 
THE UNIVERSITY OF TEXAS AT AUSTIN  
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PART A 

 
BACKGROUND INFORMATION—COMPANY 

 
You obtained the following information about Omega from their most recent annual report. 
Please review this information before moving on to the next part of the case. 
 
 
Company Profile 
Omega Packaging, Inc. is a specialty packaging company that designs and 
manufactures plastic and paper-based flexible packaging products.  Omega has two 
business segments:  consumer packaging and protective packaging.   
 
The Consumer Packaging segment designs and manufactures flexible plastic 
packaging and film, and paper packaging products. Omega provides packaging to a 
wide-variety of end users including national supermarket chains, agricultural 
growers, medical suppliers, and electronics manufacturers.  Consumer products 
account for 70% of Omega’s revenues. 
 
The Protective Packaging segment manufactures and coats paper and film products 
for protective packaging, such as self-sealing packaging papers and corrugated 
paper.  The Company also manufactures recycled paper into grocery bags and bag 
closures. 
 
In recent years, Omega also has invested in developing sustainable consumer 
packaging products from renewable resources, such as corn-based flexible packaging 
and film.  
 
Omega’s growth strategy focuses on organic growth.  That is, the company has never 
had, nor does it expect to have, a strategy of acquiring other companies.   
 
Omega’s stock trades on the New York Stock Exchange (NYSE). 
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BACKGROUND INFORMATION—SELL-SIDE ANALYSTS 
 
On the following page, you will be provided with a research report for Omega prepared by 
Sutton Financial, a diversified brokerage firm.  Below are brief descriptions of sell-side 
analysts’ research reports in general and of Sutton Financial. 

 
 
Sell-Side Analysts’ Research Reports—General  
Sell-side analysts are financial analysts who typically work for brokerage firms.  As part of 
their job, they issue research reports about companies such as Omega.  These research 
reports are distributed to the brokerage firm’s individual and institutional investor clients.  
Sell-side analyst research reports include a summary investment rating (e.g., buy, hold, or 
sell recommendation), and a discussion of factors considered by the sell-side analyst in 
developing that rating. 
 
 
About Sutton Financial 
Sutton Financial is a diversified brokerage firm that provides a broad range of stock 
brokerage services, asset management, and investment banking activities.  Sutton Financial
maintains an investment research department, in which it employs a team of sell-side 
analysts who provide research and investment opinions.  Like sell-side analysts at most 
other brokerage firms, the sell-side analysts with Sutton Financial receive compensation 
based in part on overall firm revenues, of which investment banking revenues and 
brokerage trading commissions are a significant part.  Thus, the more investment banking 
business the firm earns and the more trade it generates, the higher will be the firm’s overall 
revenues. 
 
 
 
Potential Conflict of Interest:  Sutton Financial does and seeks to do 
business with companies covered in its research reports, including Omega.  As 
a result, investors should be aware that the firm may have a conflict of interest 
that could affect the objectivity of this report. 
 
  

 

110 



 
 
 

SELL-SIDE ANALYST’S RESEARCH REPORT 
 

On the following page, you will receive a common stock research report for 
Omega, prepared today by a sell-side analyst at Sutton Financial.  After reading 

the research report, you will be asked to make several judgments. 
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[FOR PARTICIPANTS IN THE  
ONE-SIDED ARGUMENTATION × STRONG POSITIVE ARGUMENT CONDITION] 

 
   Containers and Packaging Industry 
 
Omega Packaging, Inc. 
 

  Investment Opinion:  In my opinion, Omega shows strong potential for 
earnings growth and stock price appreciation over the next twelve (12) months.  
Below, I outline factors considered in evaluating Omega’s future performance: 

   
Investment 

Rating: 
 

BUY 
 

    (+) = positive      
 
(+) Revenues:  Revenues increased from the prior period, and my projections indicate 

that this growth will continue.  Specifically, I predict that demand for flexible plastic 
will rise, particularly in food applications where flexible packaging is replacing rigid 
containers.  Rising demand should create sales growth in the future. 

 
 
Sell-side Analyst: 
Jody Johnson 
jj@sutton.com 

 (+)  Accounts receivable:  A/R increased more slowly than net sales, which I believe 
suggests solid current earnings.  Because sales increases outpaced A/R, it signals 
to me that healthy product demand is driving growth, rather than one-time credit 
extensions.  Thus, I expect recent growth in earnings to persist in the future. 
 

 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe that Omega’s 
focus on inventory control will positively influence future earnings and cash flows.  
Maintaining lower levels positively influences future earnings by reducing the risk 
of obsolescence in the future, and reduces the company’s holding costs. 

 
 
 
 
 

 (+)  Capital expenditures:  Omega’s increase in capital expenditures is above the 
industry average.  I predict that having already increased its capacity, Omega will 
be well-positioned to meet increasing demand for flexible packaging products.  

 
 
 
 
 
 
 
 
 

 (+) Gross margin:  Gross margin increased from prior period, and I believe Omega 
will sustain this higher level.  Rising demand in flexible packing will drive up prices, 
particularly for Omega’s plastic products. Omega also has better success in 
securing favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Omega to maintain high margins. 

 
 
 

 
 
 
Potential Conflict of Interest:  Sutton Financial does and seeks to do business with 
companies covered in its research reports, including Omega.  As a result, investors should 
be aware that the firm may have a conflict of interest that could affect the objectivity of this 
report. 

SUTTON 
Financial 

 
 

112 



[FOR PARTICIPANTS IN THE 
ONE-SIDED ARGUMENTATION × WEAK POSITIVE ARGUMENT CONDITION] 

 
   Containers and Packaging Industry 
 
Omega Packaging, Inc. 
 

  Investment Opinion:  In my opinion, Omega shows strong potential for 
earnings growth and stock price appreciation over the next twelve (12) months.  
Below, I outline factors considered in evaluating Omega’s future performance: 

   
Investment 

Rating: 
 

BUY 

    (+) = positive      
 
(+) Revenues:  Revenues increased from the prior period, and my projections indicate 

that this growth will continue.   

 
Sell-side Analyst: 
Jody Johnson 
jj@sutton.com 

 (+)  Accounts receivable:  A/R increased more slowly than net sales, which I believe 
suggests solid current earnings.   
 

 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe that Omega’s 
focus on inventory control will positively influence future earnings and cash flows.   

 
 

 
 
 
 

 (+)  Capital expenditures:  Omega’s increase in capital expenditures is above the 
industry average.  I predict that Omega will be well-positioned in the future. 

 

 
 
 
 
 
 

 (+) Gross margin:  Gross margin increased from prior period, and I believe Omega 
will sustain this higher level.   

 
 

 
 
 
 
Potential Conflict of Interest:  Sutton Financial does and seeks to do business with 
companies covered in its research reports, including Omega.  As a result, investors should 
be aware that the firm may have a conflict of interest that could affect the objectivity of this 
report. 

SUTTON 
Financial 
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[FOR PARTICIPANTS IN THE 
TWO-SIDED ARGUMENTATION × STRONG POSITIVE ARGUMENT CONDITION] 

 
   Containers and Packaging Industry 
 

Omega Packaging, Inc. 
 

  Investment Opinion:  In my opinion, Omega shows strong potential for 
earnings growth and stock price appreciation over the next twelve (12) months.  
Below, I outline factors considered in evaluating Omega’s future performance: 

   
Investment 

Rating: 
 

BUY 
 

    (+) = positive     (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my projections indicate 

that this growth will continue.  Specifically, I predict that demand for flexible plastic 
will rise, particularly in food applications where flexible packaging is replacing rigid 
containers.  Rising demand should create sales growth in the future. 

 
 
Sell-side Analyst: 
Jody Johnson 
jj@sutton.com 

 (+)  Accounts receivable:  A/R increased more slowly than net sales, which I believe 
suggests solid current earnings.  Because sales increases outpaced A/R, it signals 
to me that healthy product demand is driving growth, rather than one-time credit 
extensions.  Thus, I expect recent growth in earnings to persist in the future. 
 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter control efforts 
are required to avoid negative effects on future earnings or cash flows, as 
maintaining higher levels of inventory increases risk of obsolescence and 
increases holding costs. 

 
 
 
 
 

 (–)  Capital expenditures:  Omega’s increase in capital expenditures is above the 
industry average.  Larger charges for depreciation could reduce Omega’s earnings 
in the near-term.  

 
 
 
 
 
 
 
 
 

 (+) Gross margin:  Gross margin increased from prior period, and I believe Omega 
will sustain this higher level.  Rising demand in flexible packing will drive up prices, 
particularly for Omega’s plastic products. Omega also has better success in 
securing favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Omega to maintain high margins. 

 
 

 
 
 
Potential Conflict of Interest:  Sutton Financial does and seeks to do business with 
companies covered in its research reports, including Omega.  As a result, investors should 
be aware that the firm may have a conflict of interest that could affect the objectivity of this 
report. 

SUTTON 
Financial 
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[FOR PARTICIPANTS IN THE 
TWO-SIDED ARGUMENTATION × WEAK POSITIVE ARGUMENT CONDITION] 
 

 
   Containers and Packaging Industry 
 

Omega Packaging, Inc. 
  Investment Opinion:  In my opinion, Omega shows strong potential for 

earnings growth and stock price appreciation over the next twelve (12) months.  
Below, I outline factors considered in evaluating Omega’s future performance: 

   
Investment 

Rating: 
 

BUY 

    (+) = positive     (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my projections indicate 

that this growth will continue.   
 

 
Sell-side Analyst: 
Jody Johnson 
jj@sutton.com 

 (+)  Accounts receivable:  A/R increased more slowly than net sales, which I believe 
suggests solid current earnings.   
 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter control efforts 
are required to avoid negative effects on future earnings or cash flows, as 
maintaining higher levels of inventory increases risk of obsolescence and 
increases holding costs. 

   
 
 
 
 

 (–)  Capital expenditures:  Omega’s increase in capital expenditures is above the 
industry average.  Larger charges for depreciation could reduce Omega’s earnings 
in the near-term.  

 
 

 
 
 
 
 
 

 (+) Gross margin:  Gross margin increased from prior period, and I believe Omega 
will sustain this higher level.   

 
 

 
 
 
 
 

Potential Conflict of Interest:  Sutton Financial does and seeks to do business with 
companies covered in its research reports, including Omega.  As a result, investors should 
be aware that the firm may have a conflict of interest that could affect the objectivity of this 
report. 

SUTTON 
Financial 
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[FOR PARTICIPANTS IN ALL CONDITIONS] 
 

QUESTIONS FOR PART A 
 
Unless otherwise noted, you are free to look at the case materials when answering the 
following questions.  
 
When scales are provided, please place a slash mark ( / ) on the point of the scale that 
corresponds to your judgment. 
 
Answer the questions in the order they appear. After you have answered a question, please do 
not go back and change your response. 
 
 
 
Judgment about the Sell-Side Analyst  
 
 
1. I believe that Jody Johnson, the sell-side analyst from Sutton Financial, is _______________.  

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
                     

0 1 2 3 4 5 6 7 8 9 10 
Not at all 
Believable 

        Extremely 
Believable 

 
 
 
 
 
Judgment about the Sell-Side Analyst’s Report 
 
 
2. I believe that the BUY investment rating provided in Jody Johnson’s report is 

_____________. 
                     

0 1 2 3 4 5 6 7 8 9 10 
Not at all 
Believable 

        Extremely 
Believable 
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Judgments about Omega’s Future Performance 
 
3. Based on the arguments made by Jody Johnson in her report, I believe that Omega will report 

_____________ earnings growth over the next 12 months. 
                    

0 1 2 3 4 5 6 7 8 9 10
Very 
Weak 

        Very
Strong

 
 
 
4. Based on the arguments made by Jody Johnson in her report, I believe that Omega will 

exhibit _____________ stock price performance over the next 12 months. 
                    

0 1 2 3 4 5 6 7 8 9 10
Very 
Unfavorable 

        Very
Favorable

 
 
 
Judgments about Omega as an Investment 
 
5. Based on Jody Johnson’s sell-side analyst report, how likely is it that a potential investor 

looking to purchase an individual stock would invest in the common stock of Omega? 
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Likely 

        Extremely 
Likely 

 
 
 
6. Based on Jody Johnson’s sell-side analyst report, as a potential investor, how likely is it that 

you would invest in the common stock of Omega?   
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Likely 

        Extremely 
Likely 
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More Judgments about the Sell-Side Analyst 
 
7. I believe that Jody Johnson, the sell-side analyst from Sutton Financial, is ___________ in 

evaluating Omega’s future performance.  
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Biased 

        Extremely
Biased

 
 
 
8. I believe that Jody Johnson, the sell-side analyst from Sutton Financial, is ___________ in 

evaluating Omega’s future performance. 
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Trustworthy 

        Extremely
Trustworthy

 
 
9. I believe that Jody Johnson, the sell-side analyst from Sutton Financial, is ___________.  
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Competent 

        Extremely
Competent 

 
 
More Judgments about the Sell-Side Analyst’s Report 
 
10. Based on the information in this case, what factors do you believe influenced Jody Johnson’s 

decision to issue a BUY rating on the common stock of Omega?  
   

Two potential factors follow.  Allocate 100 points between these factors.  More points should 
be allocated to the factor that you think had a greater influence on Jody Johnson’s decision to 
issue a BUY rating, and the total points allocated should equal 100.   
 
  Jody Johnson’s actual beliefs about Omega’s future earnings growth. 
   
  Jody Johnson’s desire to grow Sutton Financial’s investment banking 

business and generate trading commissions. 
 

  100 points   
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Additional Judgments about the Sell-Side Analyst Report 
 
 
11. I believe that, as a whole, the arguments made by Jody Johnson in her report are ________ 

reasons for concluding that, “...Omega shows very strong potential for earnings growth and 
stock price appreciation over the next 12 months.”   
                    

0 1 2 3 4 5 6 7 8 9 10
Very 
Weak 

        Very
Strong

 
 
 
 
 

12. When deciding how likely I am to invest in the common stock of Omega, I placed 
__________ on the arguments, as a whole, provided by Jody Johnson in her report. 

                    
0 1 2 3 4 5 6 7 8 9 10

No 
Reliance 

        High
Reliance

 
 
 
 
13. When deciding how likely I am to invest in the common stock of Omega, I placed 

__________ on the BUY rating provided by Jody Johnson in her report. 
                    

0 1 2 3 4 5 6 7 8 9 10
No 
Reliance 

        High
Reliance
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Other Questions 
 

PLEASE DO NOT LOOK BACK AT THE CASE MATERIALS WHEN ANSWERING THE FOLLOWING 
QUESTIONS. 

 
 
14. In her sell-side analyst report, Jody Johnson provided:  (check one) 
 

______  Five positive arguments about Omega’s performance.  
 
______ Three positive and two negative arguments about Omega’s performance. 
 
______ I don’t recall. 
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TO HELP ME BETTER UNDERSTAND WHY YOUR RESPONSES MIGHT DIFFER FROM 
THOSE OF YOUR COLLEAGUES, PLEASE ANSWER THE FOLLOWING QUESTIONS. 

 
 
1. Have you ever made investments in the common stock of a company? YES  NO 
 

If yes, approximately how many times?   ___________ times 
 

2. Do you plan to invest in the common stock of a company at some time in the future?  YES    NO
 
3. Have you ever made investments in a common stock mutual fund?  YES  NO 
 
4. How many undergraduate and graduate finance and accounting courses have you taken, 

including those you are taking this semester? 
 

Finance________________  Accounting __________________ 
 

5. How many years of previous work experience do you have?  ________ years 
 
6. Have you ever worked in the following capacities?  YES NO 
 

If yes, fill in the number of years.  If no, leave blank. 
 

Corporate finance      _____ years 
 
Corporate accounting      _____ years 
 
Engineering, operations, or other technical position  _____ years 
 
Public accounting      _____ years 
 
Management       _____ years 
 
Other__________________     _____ years 

 
 
 

PLEASE RETURN PART A OF THE MATERIALS TO THE MANILA ENVELOPE  
AND PROCEED TO PART B.  
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PART B 
 

 
Assume that you are an investor evaluating the research reports on three companies
(Companies A, B, and C) in the specialty packaging industry.  These reports were 
issued by three otherwise identical sell-side analysts (Analysts 1, 2 and 3). 
 
 
 
KEY ASSUMPTIONS ABOUT THE SELL-SIDE RESEARCH ANALYSTS 
 
• All three sell-side analysts are employed by brokerage firms that provide a 

range of stock brokerage services, asset management, and investment banking 
activities.  All three sell-side analysts receive compensation based on overall 
firm revenues, of which investment banking and brokerage trading 
commissions are a significant part. 

 
• The brokerage firms of all three analysts do and seek to do business with the 

companies covered in their research reports, including Companies A, B, and C.
 
 
  
 
 
 
 
Please review the research reports issued by Analysts 1, 2, and 3 provided on the 
following pages.  Based on your review of all three research reports, please 
respond to the questions that follow.  
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[FOR HALF OF THE PARTICIPANTS] 
 
 
 ANALYST 1 

REPORT ON COMPANY A 
 

 

      Investment Opinion:  In my opinion, Company A shows strong 
potential for earnings growth and stock price appreciation over the 
next twelve (12) months.  Below, I outline factors considered in 
evaluating Company A’s future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive  
 
(+) Revenues:  Revenues increased from the prior period, and my 

projections indicate that this growth will continue.  Specifically, I predict 
that demand for flexible plastic will rise, particularly in food applications 
where flexible packaging is replacing rigid containers.  Rising demand 
should create sales growth in the future. 

 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, 
which I believe suggests solid current earnings.  Because sales 
increases outpaced A/R, it signals to me that healthy product demand 
is driving growth, rather than one-time credit extensions.  Thus, I 
expect recent growth in earnings to persist in the future. 
 

 

 
 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe 
that Company A’s focus on inventory control will positively influence 
future earnings and cash flows.  Maintaining lower levels positively 
influences future earnings by reducing the risk of obsolescence in the 
future, and reduces the company’s holding costs. 

 

 

 
 
 
 

 (+)  Capital expenditures:  Company A’s increase in capital expenditures 
is above the industry average.  I predict that having already increased 
its capacity, Company A will be well-positioned to meet increasing 
demand for flexible packaging products. 

 

 

  (+) Gross margin:  Gross margin increased from prior period, and I 
believe Company A will sustain this higher level.  Rising demand in 
flexible packing will drive up prices, particularly for Company A’s 
plastic products. Company A also has better success in securing 
favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Company A to maintain high 
margins. 

 

 

ANALYST 2 
REPORT ON COMPANY B 

 

 

      Investment Opinion:  In my opinion, Company B shows strong 
potential for earnings growth and stock price appreciation over the 
next twelve (12) months.  Below, I outline factors considered in 
evaluating Company B’s future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my 

projections indicate that this growth will continue.  Specifically, I predict 
that demand for flexible plastic will rise, particularly in food applications 
where flexible packaging is replacing rigid containers.  Rising demand 
should create sales growth in the future. 

 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, 
which I believe suggests solid current earnings.  Because sales 
increases outpaced A/R, it signals to me that healthy product demand 
is driving growth, rather than one-time credit extensions.  Thus, I 
expect recent growth in earnings to persist in the future. 
 

 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter 
control efforts are required to avoid negative effects on future earnings 
or cash flows, as maintaining higher levels of inventory increases risk 
of obsolescence and increases holding costs. 

 

 

 
 
 
 

 (–)  Capital expenditures:  Company B’s increase in capital expenditures 
is above the industry average.  Larger charges for depreciation could 
reduce Company B’s earnings in the near-term.  

 

 

  (+) Gross margin:  Gross margin increased from prior period, and I 
believe Company B will sustain this higher level.  Rising demand in 
flexible packing will drive up prices, particularly for Company B’s 
plastic products. Company B also has better success in securing 
favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Company B to maintain high 
margins. 

 
 

 

ANALYST 3 
REPORT ON COMPANY C 

 

 

      Investment Opinion:  In my opinion, Company C shows strong 
potential for earnings growth and stock price appreciation over the 
next twelve (12) months.  Below, I outline factors considered in 
evaluating Company C’s future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my 

projections indicate that this growth will continue.  Specifically, I predict 
that demand for flexible plastic will rise, particularly in food applications 
where flexible packaging is replacing rigid containers.  Rising demand 
should create sales growth in the future. 

 

 

  (–) Accounts receivable:  A/R grew more quickly than net sales, 
suggesting that some of its recent growth may be due to credit 
extensions.  Thus, the extent to which recent earnings growth will 
persist is unclear. 

 

 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter 
control efforts are required to avoid negative effects on future earnings 
or cash flows, as maintaining higher levels of inventory increases risk 
of obsolescence and increases holding costs. 

 

 

 
 
 
 

 (–)  Capital expenditures:  Company C’s increase in capital expenditures 
is above the industry average.  Larger charges for depreciation could 
reduce Company C’s earnings in the near-term.  

 
 

 

  (–) Gross margin:  Gross margin decreased from prior period.  Company 
C has not had as much success in securing favorable hedges on 
materials prices as has its competitors.  This may put continued 
pressure on margins. 
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[FOR OTHER HALF OF THE PARTICIPANTS] 
 

ANALYST 2 
REPORT ON COMPANY B 

 

 

      Investment Opinion:  In my opinion, Company B shows strong 
potential for earnings growth and stock price appreciation over the 
next twelve (12) months.  Below, I outline factors considered in 
evaluating Company B’s future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my 

projections indicate that sales growth will continue.  Specifically, I 
predict that demand for flexible plastic will rise, particularly in food 
applications where flexible packaging is replacing rigid containers.  
Rising demand should create sales growth in the future. 

 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, 
which I believe suggests solid current earnings.  Because sales 
increases outpaced A/R, it signals to me that healthy product demand 
is driving growth, rather than one-time credit extensions.  Thus, I 
expect recent growth in earnings to persist in the future. 
 

 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter 
control efforts are required to avoid negative effects on future earnings 
or cash flows, as maintaining higher levels of inventory increases risk 
of obsolescence and increases holding costs. 

 

 

 
 
 
 

 (–)  Capital expenditures:  Company B’s increase in capital expenditures 
is above the industry average.  Larger charges for depreciation could 
reduce Company B’s earnings in the near-term.  

 

 

  (+) Gross margin:  Gross margin increased from prior period, and I 
believe Company B will sustain this higher level.  Rising demand in 
flexible packing will drive up prices, particularly for Company B’s 
plastic products. Company B also has better success in securing 
favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Company B to maintain high 
margins. 

 
 
 

 

ANALYST 3 
REPORT ON COMPANY C 

 
      Investment Opinion:  In my opinion, Company C shows strong 

potential for earnings growth and stock price appreciation over the 
next twelve (12) months.  Below, I outline factors considered in 
evaluating Company C’s future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my 

projections indicate that sales growth will continue.  Specifically, I 
predict that demand for flexible plastic will rise, particularly in food 
applications where flexible packaging is replacing rigid containers.  
Rising demand should create sales growth in the future. 

 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, 
which I believe suggests solid current earnings.  Because sales 
increases outpaced A/R, it signals to me that healthy product demand 
is driving growth, rather than one-time credit extensions.  Thus, I 
expect recent growth in earnings to persist in the future. 
 

 

 
 
 
 

 (–) Environmental liability:  Company C has been named as a 
potentially responsible party (PRP) for contamination at a Superfund 
site in Oklahoma.  Its alleged volumetric contributions are fairly 
substantial.  Thus, Company C likely will incur a significant liability for 
settlements with the EPA related to remediation and clean-up. 

 

 

 
 
 
 

 (–)  Reclassification of long-term debt:  Company C has violated certain 
covenants related to a large portion of its long-term debt.  It is unclear 
whether the company will obtain a waiver for these violations.  Thus, I 
anticipate that approximately 50% of its long-term debt will be 
reclassified as current.  I expect the accelerated repayments schedule 
to place significant cash flow pressure on Company C. 

 

 

  (+) Gross margin:  Gross margin increased from prior period, and I 
believe Company C will sustain this higher level.  Rising demand in 
flexible packing will drive up prices, particularly for Company C’s 
plastic products. Company C also has better success in securing 
favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Company C to maintain high 
margins. 

 

ANALYST 1 
REPORT ON COMPANY A 

 

 

      Investment Opinion:  In my opinion, Company A shows strong 
potential for earnings growth and stock price appreciation over the 
next twelve (12) months.  Below, I outline factors considered in 
evaluating Company A’s future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my 

projections indicate that this growth will continue.  Specifically, I predict 
that demand for flexible plastic will rise, particularly in food applications 
where flexible packaging is replacing rigid containers.  Rising demand 
should create sales growth in the future. 

 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, 
which I believe suggests solid current earnings.  Because sales 
increases outpaced A/R, it signals to me that healthy product demand 
is driving growth, rather than one-time credit extensions.  Thus, I 
expect recent growth in earnings to persist in the future. 
 

 

 
 
 
 

 (–) Growth shortfall:  Recent revenue growth in the protective packaging 
segment was 14% over the prior period.  This growth represents a 1% 
shortfall compared to the 15% segment growth last period. 

 

 

 
 
 
 

 (–)  One-time charge:  Company A barely beat earnings expectations in 
the prior year due to a one-time charge for restructuring activities.  
However, these activities should reduce costs going forward. 

 

 

  (+) Gross margin:  Gross margin increased from prior period, and I 
believe Company A will sustain this higher level.  Rising demand in 
flexible packing will drive up prices, particularly for Company A’s 
plastic products. Company A also has better success in securing 
favorable hedges on materials prices than its competitors.  This high 
price, low cost combination should allow Company A to maintain high 
margins. 
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[FOR PARTICIPANTS IN ALL CONDITIONS] 
 

QUESTIONS FOR PART B 
 

Refer to the sell-side analyst reports prepared by Analyst 1, Analyst 2, and Analyst 3 as you 
answer the following questions. 
 
When scales are provided, please place a slash mark ( / ) on the point of the scale that 
corresponds to your judgment. 
 
 
Judgments about the Sell-Side Analysts  
 
 
2. Based on the research reports issued by Analysts 1, 2 and 3, please respond to the following 

question for each of the sell-side analysts. 
 
 
  

a. I believe that Analyst 1 is _______________.   
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Believable 

        Extremely 
Believable 

 
 
 

b. I believe that Analyst 2 is _______________.   
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Believable 

        Extremely 
Believable 

 
 
 

c. I believe that Analyst 3 is _______________.   
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Believable 

        Extremely 
Believable 
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Judgment about the Sell-Side Analysts’ Reports 
 
 
2. Again, based on the research reports issued by Analysts 1, 2 and 3, please respond to the 

following question for each of the reports. 
 
 
 

a. I believe that the BUY investment rating provided in Analyst 1’s report on Company A is 
_____________. 

                    
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

 
 
 

b. I believe that the BUY investment rating provided in Analyst 2’s report on Company B is 
_____________. 

                    
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

 
 
 

c. I believe that the BUY investment rating provided in Analyst 3’s report on Company C is 
_____________. 

                    
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 
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3. Now assume that you have $10,000 to invest in Companies A, B, and C.  Based on your 

review of the three sell-side analyst reports on these companies, indicate the percentage of 
these funds that you would allocate to each of the companies.  The sum of your allocations to 
Companies A, B, and C should equal 100%. 

 
 

 Company A    % 

 

 Company B    % 

 

 Company C    % 

 
          TOTAL   100 % 

 
 
 
 
 
 
 
 

THANK YOU FOR PARTICIPATING IN THIS STUDY.   
 

PLEASE RETURN ALL OF THE COMPLETED MATERIALS AND COLLECT YOUR MONEY. 
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APPENDIX B:  EXPERIMENT 2 
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GENERAL INSTRUCTIONS 

 
 
Thank you for participating in this study.  The purpose of the study is to investigate how 
investors make judgments and decisions.  There are no right or wrong answers to the questions 
you will be asked.  Your participation in this study will take approximately 20 minutes. 
 
For purposes of this study, you will be asked to assume the role of a potential investor evaluating 
the common stock of two hypothetical companies in the specialty packaging industry.  After 
reading and reviewing some background information about these companies, you will be asked to
make a series of judgments based on your review of that information.  
 
The case information you will receive is not intended to include all the information that would 
potentially be available to you if you were evaluating common stock for investment purposes.  
However, for purposes of this study, please base your judgments only on the information 
provided. 
 
Should you have any questions during the study, please do not hesitate to ask me those questions.
Please do not talk in detail about this study with other Georgia State University students during 
the next three weeks.  Thank you again for your participation.  
 
 
Jennifer Winchel 
Visiting Lecturer 
J. MACK ROBINSON COLLEGE OF BUSINESS 
GEORGIA STATE UNIVERSITY 
 
and 
 
Ph.D. Candidate in Accounting 
MCCOMBS SCHOOL OF BUSINESS 
THE UNIVERSITY OF TEXAS AT AUSTIN  
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Assume that you are an investor evaluating the research reports for two companies 
(Companies A and B) in the specialty packaging industry.  These reports were 
issued by two otherwise identical sell-side analysts (Analysts 1 and 2). 
 
KEY ASSUMPTIONS ABOUT THE COMPANIES 
 
• Companies A and B both operate in the specialty packaging industry, designing 

and manufacturing plastic and paper-based flexible packaging products. 
 

o Both companies’ growth strategies focus on organic growth.  That is, 
neither company has ever had, nor do they expect to have, a strategy of 
acquiring other companies. 

 
 
 
KEY ASSUMPTIONS ABOUT THE SELL-SIDE RESEARCH ANALYSTS 
 
• Both sell-side analysts are employed by two otherwise identical brokerage firms

that provide a range of stock brokerage services, asset management, and 
investment banking activities.  Both sell-side analysts receive compensation 
based on overall firm revenues, of which investment banking and brokerage 
trading commissions are a significant part.  Thus, the more investment banking 
business each firm earns and the more trade it generates, the higher will be the 
firm’s overall revenues. 

 
 
• Potential Conflict of Interest:  The brokerage firms of both analysts do and seek 

to do business with the companies covered in their research reports, including 
Companies A and B.  Thus, investors should be aware that the firms may have a
conflict of interest that could affect the objectivity of these reports. 

 
 
Please review the research reports issued by Analysts 1 and 2 provided on the 
following page.  Based on your review of the two research reports, please respond 
to all of the questions that follow.  
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[FOR PARTICIPANTS IN THE 
STRONG POSITIVE ARGUMENTS × ORDER 1 CONDITION] 

 
ANALYST 1 

REPORT ON COMPANY A 
 

 

ANALYST 2 
REPORT ON COMPANY B 

 

 

 
           Investment Opinion:  In my opinion, Company A shows strong potential 

for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company A’s 
future performance: 

   Investment Opinion:  In my opinion, Company B shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company B’s 
future performance: 

  
 
         

Investment 
Rating: 

 

BUY 
 

    (+) = positive  
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue.  Specifically, I predict that demand for 
flexible plastic will rise, particularly in food applications where flexible 
packaging is replacing rigid containers.  Rising demand should create sales 
growth in the future. 

 

 Investment 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.  Because sales increases outpaced 
A/R, it signals to me that healthy product demand is driving growth, rather 
than one-time credit extensions.  Thus, I expect recent growth in earnings to 
persist in the future. 
 

 

 
 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe that 
Company A’s focus on inventory control will positively influence future 
earnings and cash flows.  Maintaining lower levels positively influences 
future earnings by reducing the risk of obsolescence in the future, and 
reduces the company’s holding costs. 

 

 

 
 
 
 

 (+)  Capital expenditures:  Company A’s increase in capital expenditures is 
above the industry average.  I predict that having already increased its 
capacity, Company A will be w
flexible packaging products. 

 

 

ell-positioned to meet increasing demand for 

  (+) Gross margin:  Gross margin
Company A will sustain this h
will drive up prices, particularly
A also has better success in sec
than its competitors.  This high p
Company A to maintain high ma

 
 

 increased from prior period, and I believe 
igher level.  Rising demand in flexible packing 
 for Company A’s plastic products. Company 

uring favorable hedges on materials prices 
rice, low cost combination should allow 
rgins. 

 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue.  Specifically, I predict that demand for 
flexible plastic will rise, particularly in food applications where flexible 
packaging is replacing rigid containers.  Rising demand should create sales 
growth in the future. 

 

 
 
 
 
 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.  Because sales increases outpaced 
A/R, it signals to me that healthy product demand is driving growth, rather 
than one-time credit extensions.  Thus, I expect recent growth in earnings to 
persist in the future. 
 

  
 
 

  
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter control 
efforts are required to avoid negative effects on future earnings or cash flows, 
as maintaining higher levels of inventory increases risk of obsolescence and 
increases holding costs. 

 
 

 

 
 
  

 
 (–)  Capital expenditures:  Company B’s increase in capital expenditures is 

above the industry average.  Larger charges for depreciation could reduce 
 

 
 

Company B’s earnings in the near-term.  
 
 

  (+) Gross margin:  Gross margin increased from prior period, and I believe 
Company B will sustain this higher level.  Rising demand in flexible packing 
will drive up prices, particularly for Company B’s plastic products. Company B 
also has better success in securing favorable hedges on materials prices 
than its competitors.  This high price, low cost combination should allow 
Company B to maintain high margins. 

 

 

 
 

 

 

 
 

 
Judgment about the Sell-Side Analyst 
 
1. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgme
 

 

      

nt) 

         
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

Judgment about the Sell-Side Analyst 
 
2. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

  

 
 

 
          

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Believable 

      Extremely 
Believable 
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[FOR PARTICIPANTS IN THE [FOR PARTICIPANTS IN THE 
STRONG POSITIVE ARGUMENTS × ORDER 2 CONDITION] STRONG POSITIVE ARGUMENTS × ORDER 2 CONDITION] 

ANALYST 1 
REPORT ON COMPANY A 

 

 

 ANALYST 2 
REPORT ON COMPANY B 

 

 

          Investment Opinion:  In my opinion, Company A shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company A’s 
future performance: 

   Investment Opinion:  In my opinion, Company B shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company B’s 
future performance: 

 

        
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue.  Specifically, I predict that demand for 
flexible plastic will rise, particularly in food applications where flexible 
packaging is replacing rigid containers.  Rising demand should create sales 
growth in the future. 

 

 Investment 
Rating: 

 

BUY 
 

    (+) = positive  
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue.  Specifically, I predict that demand for 
flexible plastic will rise, particularly in food applications where flexible 
packaging is replacing rigid containers.  Rising demand should create sales 
growth in the future. 

 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.  Because sales increases outpaced 
A/R, it signals to me that healthy product demand is driving growth, rather 
than one-time credit extensions.  Thus, I expect recent growth in earnings to 
persist in the future. 
 

   (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.  Because sales increases outpaced 
A/R, it signals to me that healthy product demand is driving growth, rather 
than one-time credit extensions.  Thus, I expect recent growth in earnings to 
persist in the future. 
 

 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter control 
efforts are required to avoid negative effects on future earnings or cash flows, 
as maintaining higher levels of inventory increases risk of obsolescence and 
increases holding costs. 

 
 

  
 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe that 
Company B’s focus on inventory control will positively influence future 
earnings and cash flows.  Maintaining lower levels positively influences 
future earnings by reducing the risk of obsolescence in the future, and 
reduces the company’s holding costs. 

 

 

 
 
 
 

 (–)  Capital expenditures:  Company A’s increase in capital expenditures is 
above the industry average.  Larger charges for depreciation could reduce 
Company A’s earnings in the near-term.  

 
 

  
 
 
 

 (+)  Capital expenditures:  Company B’s increase in capital expenditures is 
above the industry average.  I predict that having already increased its 
capacity, Company B will be well-positioned to meet increasing demand for 
flexible packaging products. 

 

 

  (+) Gross margin:  Gross margin increased from prior period, and I believe 
Company A will sustain this higher level.  Rising demand in flexible packing 
will drive up prices, particularly for Company A’s plastic products. Company A 
also has better success in securing favorable hedges on materials prices 
than its competitors.  This high price, low cost combination should allow 
Company A to maintain high margins. 

 
 

   (+) Gross margin:  Gross margin increased from prior period, and I believe 
Company B will sustain this higher level.  Rising demand in flexible packing 
will drive up prices, particularly for Company B’s plastic products. Company 
B also has better success in securing favorable hedges on materials prices 
than its competitors.  This high price, low cost combination should allow 
Company B to maintain high margins. 

 
 

 

Judgment about the Sell-Side Analyst 
 
1. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

              
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

Judgment about the Sell-Side Analyst 
 
2. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

          
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

      Extremely 
Believable 

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Believable 

      Extremely 
Believable 
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[FOR PARTICIPANTS IN THE 
WEAK POSITIVE ARGUMENTS × ORDER 1 CONDITION] 

 

ANALYST 1 
REPORT ON COMPANY A 

 

 

   

ANALYST 2 
REPORT ON COMPANY B 

 

 

      Investment Opinion:  In my opinion, Company B shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company B’s 
future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue.   
 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.   

 
 

 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter control 
efforts are required to avoid negative effects on future earnings or cash flows, 
as maintaining higher levels of inventory increases risk of obsolescence and 
increases holding costs.  

 

 

 
 
 
 

 (–)  Capital expenditures:  Company B’s increase in capital expenditures is 
above the industry average.  Larger charges for depreciation could reduce 
Company B’s earnings in the near-term.  

 
 

 

  (+) Gross margin:   Gross margin increased from prior period, and I believe 
Company B will sustain this higher level. 

 
 

 

   Investment Opinion:  In my opinion, Company A shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company A’s 
future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive  
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue. 
 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.   

 
 

 

 
 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe that 
Company A’s focus on inventory control will positively influence future 
earnings and cash flows.   

 
 

 

 
 
 
 

 (+)  Capital expenditures:  Company A’s increase in capital expenditures is 
above the industry average.  I predict that Company A will be well-positioned 
in the future. 

 
 

 

  (+) Gross margin:  Gross margin increased from prior period, and I believe 
Company A will sustain this higher level. 

 
 

 

Judgment about the Sell-Side Analyst 
 
1. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

              
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

Judgment about the Sell-Side Analyst 
 
2. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

          
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

      Extremely 
Believable 
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[FOR PARTICIPANTS IN THE 
WEAK POSITIVE ARGUMENTS × ORDER 2 CONDITION] 

 
ANALYST 1 

REPORT ON COMPANY A 
 

 

ANALYST 2 
REPORT ON COMPANY B 

 

 

          Investment Opinion:  In my opinion, Company B shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company B’s 
future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive  
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue. 
 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.   

 
 

 

 
 
 
 

 (+) Inventories:  Inventory levels decreased from prior period.  I believe that 
Company B’s focus on inventory control will positively influence future 
earnings and cash flows.   

 
 

 

 
 
 
 

 (+)  Capital expenditures:  Company B’s increase in capital expenditures is 
above the industry average.  I predict that Company B will be well-positioned 
in the future. 

 
 

 

  (+) Gross margin:  Gross margin increased from prior period, and I believe 
Company B will sustain this higher level. 

 
 

 

  Investment Opinion:  In my opinion, Company A shows strong potential 
for earnings growth and stock price appreciation over the next twelve (12) 
months.  Below, I outline factors considered in evaluating Company A’s 
future performance: 

 

    
Investment 

Rating: 
 

BUY 
 

    (+) = positive   (–) = negative 
 
(+) Revenues:  Revenues increased from the prior period, and my projections 

indicate that this growth will continue.   
 

 

  (+)  Accounts receivable:  A/R increased more slowly than net sales, which I 
believe suggests solid current earnings.   

 
 

 

 
 
 
 

 (–) Inventories:  Inventory levels increased from prior period.  Tighter control 
efforts are required to avoid negative effects on future earnings or cash flows, 
as maintaining higher levels of inventory increases risk of obsolescence and 
increases holding costs.  

 

 

 
 
 
 

 (–)  Capital expenditures:  Company A’s increase in capital expenditures is 
above the industry average.  Larger charges for depreciation could reduce 
Company A’s earnings in the near-term.  

 
 

 

  (+) Gross margin:   Gross margin increased from prior period, and I believe 
Company A will sustain this higher level. 

 
 

 

Judgment about the Sell-Side Analyst 
 
1. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

              
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

Judgment about the Sell-Side Analyst 
 
2. I believe that Analyst 1 is __________. 

(please place a slash mark ( / ) on the point of the scale that corresponds to your judgment) 
 

 

           
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

      Extremely 
Believable 
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[FOR PARTICIPANTS IN ALL CONDITIONS] 
 

ADDITIONAL QUESTIONS 
 
 

Refer to the sell-side analyst reports prepared by Analyst 1 and Analyst 2 as you answer the 
following questions.  
 
When scales are provided, please place a slash mark ( / ) on the point of the scale that 
corresponds to your judgment. 
 
 
Judgments about the Sell-Side Analysts’ Reports 
 
 
3. Based on the research reports issued by Analysts 1 and 2, please respond to the following 

questions. 
 
 

a. I believe that the BUY investment rating provided in Analyst 1’s report on Company A is 
_____________. 

                    
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 

 
 

b. I believe that the BUY investment rating provided in Analyst 2’s report on Company B is 
_____________. 

                    
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Believable 

        Extremely 
Believable 
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Judgments about Future Earnings Performance 
 
4. Based on the research reports issued by Analysts 1 and 2, please respond to the following 

questions. 
  

a. Based on the arguments made by Analyst 1, I believe that Company A will report 
__________ earnings growth over the next 12 months. 

                    
0 1 2 3 4 5 6 7 8 9 10

Very 
Weak 

        Very 
Strong 

 
 
b. Based on the arguments made by Analyst 2, I believe that Company B will report 

__________ earnings growth over the next 12 months. 
                    

0 1 2 3 4 5 6 7 8 9 10
Very 
Weak 

        Very 
Strong 

 
 

Judgments about Investing 
 

5. Based on the research reports issued by Analysts 1 and 2, please respond to the following 
questions. 
 
a. As a potential investor, how likely is it that you would invest in the common stock of 

Company A? 
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Likely 

        Extremely 
Likely 

 
 
b. As a potential investor, how likely is it that you would invest in the common stock of 

Company B? 
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Likely  

        Extremely 
Likely 
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6. Now assume that you have $10,000 to invest in Companies A and B.  Based on your review 

of the two sell-side analyst reports on these companies, indicate the percentage of these funds 
that you would allocate to each of the companies.  The sum of your allocations to Companies 
and B should equal 100%. 

 
 

 Company A    % 

 

 Company B    % 

 
 
          TOTAL   100 % 
 
 

 
More Judgments about the Sell-Side Analysts 
 
7. Based on the research reports issued by Analysts 1 and 2, please respond to the following 

questions. 
 

a. I believe that Analyst 1 is ___________ in evaluating Company A’s future performance.  
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Biased 

        Extremely
Biased

 
 
 

b. I believe that Analyst 2 is ___________ in evaluating Company B’s future performance.  
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Biased 

        Extremely
Biased
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8. Based on the research reports issued by Analysts 1 and 2, please respond to the following 
questions.   

 
a. I believe that Analyst 1 is ___________.  

                    
0 1 2 3 4 5 6 7 8 9 10

Not at all 
Competent 

        Extremely
Competent

 
 

b. I believe that Analyst 2 is ___________.  
                    

0 1 2 3 4 5 6 7 8 9 10
Not at all 
Competent 

        Extremely
Competent

 
 
 
Additional Judgments about the Sell-Side Analyst Reports 
 
9. I believe that, as a whole, the arguments made by Analyst 1 are ________ reasons for 

concluding that, “...Company A shows very strong potential for earnings growth and stock 
price appreciation over the next 12 months.”   
                    

0 1 2 3 4 5 6 7 8 9 10
Very 
Weak 

        Very
Strong

 
 
 

10. I believe that, as a whole, the arguments made by Analyst 2 are ________ reasons for 
concluding that, “...Company B shows very strong potential for earnings growth and stock 
price appreciation over the next 12 months.”   
                    

0 1 2 3 4 5 6 7 8 9 10
Very 
Weak 

        Very
Strong
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Judgment about the Sell-Side Analysts’ Incentives 
 
 
11. In general, I believe that Analysts 1 and 2 have _________ incentives to issue BUY 

investment ratings on the companies covered in their research reports, including Companies 
A and B.  

                    
0 1 2 3 4 5 6 7 8 9 10

Very 
Low 

        Very
High

 
 

 
This final question asks you to compare the research reports issued by Analysts 1 and 2.   
 
12. Compare the research reports issued by Analysts 1 and 2.  Whose BUY rating is likely more 

affected by incentives to grow their firm’s investment banking business and generate trading 
commissions as compared to true beliefs about future earnings growth? 

 
 

          
         

-50 -40 -30 -20 -10 0 10 20 30 40              
50 

Analyst 1’s 
BUY rating on 
Company A 
is significantly 
more 
influenced 
by incentives 

     Both analysts’ 
BUY ratings 
 are equally 

influenced by 
incentives 

   Analyst 2’s
BUY rating on 

Company B
is significantly 

more 
influenced by 

incentives
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Other Questions 
 

PLEASE DO NOT LOOK BACK AT THE CASE MATERIALS WHEN ANSWERING THE FOLLOWING 
QUESTIONS. 
 
 
13. In the research report on Company A, Analyst 1 provided:  (check one) 
 

______  Five positive arguments about Company A’s performance.  
 
______ Three positive and two negative arguments about Company A’s 

performance. 
 
______ I don’t recall. 
 

 
 
14. In the research report on Company B, Analyst 2 provided:  (check one) 
 

______  Five positive arguments about Company B’s performance.  
 
______ Three positive and two negative arguments about Company B’s 

performance. 
 
______ I don’t recall. 
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TO HELP ME BETTER UNDERSTAND WHY YOUR RESPONSES MIGHT DIFFER FROM 
THOSE OF YOUR COLLEAGUES, PLEASE ANSWER THE FOLLOWING QUESTIONS. 
 
 
1. Have you ever made investments in the common stock of a company? YES  NO 
 

If yes, approximately how many times?   ___________ times 
 

2. Do you plan to invest in the common stock of a company at some time in the future?   
          YES    NO 
 
3. Prior to this study, had you ever read a sell-side analyst’s research report on a company’s 

common stock?    YES  NO 
 
4. Have you ever made investments in a common stock mutual fund?  YES  NO 
 
5. How many undergraduate and graduate finance and accounting courses have you taken, 

including those you are taking this semester? 
 

Finance________________  Accounting __________________ 
 

6. How many years of previous work experience do you have?  ________ years 
 
7. Have you ever worked in the following capacities?  YES NO 
 

If yes, fill in the number of years.  If no, leave blank. 
 

Corporate finance      _____ years 
 
Corporate accounting      _____ years 
 
Engineering, operations, or other technical position  _____ years 
 
Public accounting      _____ years 
 
Management       _____ years 
 
Other__________________     _____ years 

 
THANK YOU FOR PARTICIPATING IN THIS STUDY.   

 
PLEASE RETURN ALL OF THE COMPLETED MATERIALS AND COLLECT YOUR MONEY. 
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