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ABSTRACT 

I examine the determinants and market impact of paid-for coverage using a hand-collected 

sample of paid-for reports over 1999–2006. More than five hundred publicly listed US 

companies paid for analyst coverage since 1999. Yet little is known about the informational 

consequences of this analyst research. Firms with greater uncertainty, weaker information 

environments, and low turnover are more likely to buy coverage as they have the most to gain 

from analyst coverage but are unlikely to attract sell-side analysts. Despite the inherent conflicts 

of interest, I find paid-for reports have information content for investors based on two-day 

abnormal returns. After the initiation of coverage, companies experience an increase in 

institutional ownership, sell-side analyst following, and liquidity. In addition, the results are 

strongest for the fee-based research firm with ex ante policies that reduce potential conflicts of 

interest.  
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1. Introduction 

This study examines the recent spike of public companies paying for analyst research and 

the informational consequences of this research. While the existing literature suggests that 

analysts are important information intermediaries, it is unclear whether the inherent conflicts of 

interest in paid-for research preclude it from being a viable alternative to traditional sell-side 

analyst coverage. This question has become particularly important as economic and regulatory 

changes over the last decade such as Regulation Fair Disclosure (Reg FD), the Sarbanes-Oxley 

Act (SOX), and the Global Settlement have accelerated the drop in sell-side analysts’ coverage 

of small- and mid-cap stocks (Leone, 2004).
1 

Lack of analyst coverage affects the majority of 

publicly listed firms and ―impacts company valuation, liquidity and ultimately the welfare and 

growth of public companies.‖
2
 Citing the adverse effects for individual companies from this lack 

of coverage, the Securities and Exchange Commission (SEC) Advisory Committee on Smaller 

Public Companies has recommended that the SEC encourage the use of paid-for research as a 

way for firms to access the benefits of analyst coverage (SEC, 2006). However, there is no 

empirical evidence examining the viability of this equity research model.
3
  

Motivated by this regulatory deliberation and the current void in the literature on this 

emerging analyst research model, my study analyzes ten fee-based research firms (i.e., those 

offering analyst coverage for money) from 1999 to 2006, including the top five firms in the 

fee-based research industry. The sample contains more than six thousand hand-collected analyst 

                                                 
1
 Bushee and Miller (2008) find that investor relations professionals view Reg FD and SOX as decreasing the 

analyst following of small and mid-cap firms and that attracting analysts for these firms is unlikely. Analysts told the 

investor relations professionals that their clients lack the trading volume (and thus commissions) to warrant 

coverage. 
2
 Bob Greifeld, president and chief executive officer of Nasdaq, quoted in Financial News (2006).   

3
 For example, Lang, Lins, and Miller (2004) find that analysts tend not to cover firms with severe agency problems 

despite the fact that these firms could benefit the most from the monitoring effect of analyst coverage. They state: ―It 

is possible that some managers of firms with concentrated ownership might prefer to have greater analyst following 

but do not have a ready mechanism with which to attract analysts‖ (p. 596). 
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reports from the research firms’ websites and archives. I identify more than five hundred US 

firms that purchased coverage over this period, reflecting the burgeoning demand for paid-for 

research among firms with little or no analyst coverage and providing an opportunity to examine 

the determinants and consequences of paid-for research. 

In paid-for research, companies hire a fee-based research firm to prepare one or many 

reports. By providing public information they can help aid investors’ decisions in allocating 

resources across securities and make the market more efficient while also providing benefits for 

the covered company such as increased liquidity and lower cost of capital (Healy and Palepu, 

2001; Barth and Hutton, 2004; and Irvine, 2003). Despite the potential benefits of analyst 

coverage, critics allege that the inherent conflict of interest robs the research of any value making 

it ―one of the most scurrilous practices in investor hyping‖ (Metzger, 2003, p. 5). The following 

empirical results shed light on the economic determinants and market impact of this analyst 

research. 

 First, I provide evidence on what types of companies buy research and model a 

company’s decision to pay for analyst coverage conditional on not having sell-side coverage. I 

focus my analyses on the set of firms that did not have prior sell-side coverage to reflect the 

SEC’s concern and the target population for paid-for coverage.
4
 I find that managers are more 

likely to buy analyst coverage for firms that are younger, smaller, from high-technology 

industries, with increased research and development (R&D) intensity, with higher return 

variability, and with more growth opportunities. This is consistent with the notion that firms with 

weaker information environments, lower visibility, higher information asymmetry between 

insiders and outsiders, and greater uncertainty about future earnings and cash flows have the 

most to gain from analyst coverage and reducing this uncertainty (Lang, 1991; and Botosan, 

                                                 
4
 I thank Amy Hutton (referee) for this suggestion. 
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1997) but at the same time are unlikely to attract sell-side analysts as brokerages are loathe to 

devote resources to firms requiring more effort to cover (Bhushan, 1989; and Barth, Kasznik, 

and McNichols, 2001). Likewise, I find firms with low share turnover are more likely to buy 

analyst coverage as sell-side analysts are unlikely to generate enough commissions to justify 

covering small, thinly traded stocks (Irvine, 2003; and Bushee and Miller, 2008). Consistent with 

a diminished marginal benefit from paid-for research incremental to the information 

intermediary role of institutional investors, I find buying analyst coverage is negatively 

associated with institutional investor ownership. I also find that buying analyst coverage is 

positively associated with prior stock returns. Overall, I find firms rationally trade off potential 

costs and benefits when deciding to purchase coverage. 

Second, I investigate the market impact of paid-for research by examining investors’ 

reactions to the issuance of a report and the information within the report. Despite the inherent 

conflicts of interest, I find that these reports provide information content to the market based on 

the two-day [0,+1] cumulative abnormal returns (CARs) centered on the report date. Reports 

initiated with Strong Buy recommendations are related to a size-adjusted return of 2.6% and a 

Buy initiation of 1.6%, while initiations at other levels are insignificantly different from zero. 

Investor reaction is not limited to the initiation sample. Specifically, consistent with intuition and 

the sell-side literature, Strong Buys, Buys, upgrades, and reiterations from paid-for analysts are 

associated with positive and significant abnormal returns. Holds are associated with negative and 

significant abnormal returns, and downgrades are associated with negative but statistically 

insignificant abnormal returns. However, the lack of statistical significance for downgrades 

should be interpreted with caution as it is likely due to a small sample size restricting the power 

of the tests. 
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Third, I examine the changes in a firm’s information environment after hiring an analyst. 

I use propensity score matching combined with a difference-in-differences analysis to take into 

account the endogeneity of the decision to hire an analyst and to construct a suitable control 

group. I find increases in institutional ownership, the number of sell-side analysts, and liquidity 

in the quarters following the initiation of paid-for coverage.  

 Finally, I investigate how investor reactions and consequences vary across the two major 

fee-based research firms depending on how each firm uses ex ante business operations and 

policies to manage potential conflicts of interest. Credit rating agencies, which have used a 

fee-based model since the 1970s, have similar inherent conflicts of interest that they argue are 

manageable through policies and procedures such as imposing investment restrictions and 

maintaining cash-based fixed fee schedules (SEC, 2003). Analyst industry associations echo this 

sentiment and recommend that fee-based firms restrict the analyst or the firm from holding and 

trading client stock or maintaining other business relations with clients. Consistent with my 

predictions, I find clients of the fee-based firm with lower potential conflicts of interest have 

greater abnormal stock returns to initial recommendations, upgrades, and reiterations. I also find 

that these clients experience significant increases in institutional investor ownership, sell-side 

coverage, and liquidity after initiating paid-for coverage. However, clients of the fee-based firm 

with higher potential conflicts of interest had no significant changes in most of these variables 

after matching against a control company. 

This study is important for securities regulators, practitioners, and academics. I contribute 

to the analyst, disclosure, and reputational bonding literatures by examining a relatively recent 

mechanism (i.e., companies buying analyst research) that has not been systematically examined 

before. I also give insight into the viability of the SEC advisory committee’s endorsement of 
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paid-for analyst coverage and whether the well-documented benefits from analyst coverage are 

lost due to the inherent conflicts of interest from paying for the coverage. Prior work shows that 

only firms with certain characteristics such as size, trading volume, and potential investment 

banking business are able to obtain analyst coverage and the resulting benefits. I extend the 

analyst coverage and reputational bonding literatures by finding that paid-for analyst research is 

a viable mechanism for firms with no analyst coverage. Though the potential clients for paid-for 

coverage generally are a small value-weighted part of the economy at any one time, the 

multitude of small to medium-size firms constantly emerging and striving to grow represents the 

majority of publicly traded firms and the foundation of future economic growth. My evidence 

indicates that paid-for analyst research could aid the welfare and growth of these public 

companies at a critical stage in their development.  

In the next section, I offer some institutional background and predictions. Section 3 

describes the sample formation, Section 4 investigates management’s choice to buy coverage, 

Sections 5–6 present the market impact and consequences of paid-for coverage, Section 7 

examines the two major research firms, and Section 8 offers concluding remarks.    

 

2. Institutional background 

Analysts play an important role as information intermediaries in the capital market. By 

providing public information they help aid investors’ decisions in allocating resources across 

securities and can help make the market more efficient (Barth and Hutton, 2004; and Healy and 

Palepu, 2001). Analyst coverage also provides numerous economic benefits for firms through 

enhanced visibility (Merton, 1987), improved liquidity (Brennan and Subrahmanyam, 1995; and 

Irvine, 2003), and reduced agency costs through monitoring (Moyer, Chatfield, and Sisneros, 
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1989; and Lang, Lins, and Miller, 2004) that ultimately can affect their welfare and value (Chung 

and Jo, 1996).  

Yet in the traditional equity research model, coverage depends on the private benefits and 

costs that accrue to the brokerage firm and analyst. Sell-side analysts are more likely to follow 

firms that take less effort to follow (Barth, Kasznik, and McNichols, 2001; and Bhushan, 1989) 

and large firms with high trading volume to generate trading commissions as both retail and 

institutional investors can buy and sell shares easily (Irvine, 2003). Investor relations 

professionals confirm that attracting sell-side coverage for small and mid-cap clients is unlikely 

as their stocks do not have enough volume to justify coverage of the firm (Bushee and Miller, 

2008).  

Thus many small, thinly traded stocks with difficult to predict revenues and earnings are 

unlikely to attract analyst coverage—83% of firms with market caps less than $125 million have 

no coverage (SEC, 2006; and Leone, 2004). Ironically, these firms are the ones that could benefit 

the most from analyst coverage because of their lack of visibility, higher agency costs, greater 

uncertainty, and higher information asymmetry (Lang, 1991; and Botosan, 1997). In response to 

the paucity and indifference of sell-side analysts, firms have recently begun to explore changing 

the structure of the analyst-firm relationship. For some firms, the potential benefits from analyst 

coverage are great enough that they are willing to pay for coverage.
 
 

The growth in this demand has led to the emergence of a new industry: paid-for research. 

In paid-for research, companies hire an outside research firm to prepare one or more analyst 

reports. The audience for this new research model is large. About 60% of publicly listed firms 

have no analyst coverage. I show that more than five hundred unique companies bought at least 

one analyst report between 1999 and 2006.  
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Although the paid-for model has only recently been applied to analyst coverage, the 

concept is similar to the compensation arrangement adopted in the 1970s between companies and 

bond-rating agencies such as Moody’s and Standard & Poor’s (Cantor and Packer, 1994; and 

SEC, 2003). Dutton Associates, a fee-based research firm, states that its ―research program is 

modeled in terms of prepaid compensation after the Standard & Poor’s and other credit rating 

services‖ (Dutton, 2006). One broad motivation for these services is rooted in the famous lemons 

problem (Akerlof, 1970), in which firms cannot credibly convey information to investors as 

managers have incentives to misrepresent their private information. A solution to this problem 

introduces intermediaries with reputational incentives to appropriately evaluate the information. 

Examples of information intermediaries with reputation capital at stake that are hired as a 

bonding mechanism include investment banks certifying initial public offerings (IPOs) (Beatty 

and Ritter, 1986; and Carter and Manaster, 1990), auditors certifying financial reports (Beatty, 

1989), and credit rating agencies evaluating debt (Holthausen and Leftwich, 1986; and Covitz 

and Harrison, 2003). 

The bonding mechanism is possible because the intermediary is a repeat player in the 

financial market who can build a reputation and whose future economic rents are tied to 

maintaining that reputation. Despite the potential conflicts of interest from the paid-for model, a 

large body of evidence shows that reputational incentives can outweigh these conflicts. For 

example, credit ratings convey new information to the capital market measured in equity, bond, 

and credit swap price reactions (Holthausen and Leftwich, 1986; and Norden and Weber, 2004).  

Early research also concludes that sell-side analyst earnings forecasts and 

recommendations have information content for investors (Givoly and Lakonishok, 1979). While 

sell-side research is rarely sold directly, it is paid for indirectly through markups, commissions, 
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and other funding sources that influence incentives for analyst optimism (Cowen, Groysberg, and 

Healy, 2006). John Dutton, of Dutton Associates, was prompted: ―Why all the fuss over 

issuer-paid-for research? All research is paid for if you really think about it‖ (Brooks, 2006, p. 

32).
5
 The price for coverage ranges from $5,000 for a one-shot report to $40,000 for a longer 

term contract in which the analyst provides ongoing services and reports, comparable to the 

$25,000 bond rating agencies charge for issues less than $500 million (Kliger and Sarig, 2000). 

Some fee-based firms permit accepting stock as part of the compensation package. Others 

explicitly prohibit the fee-based firm or analyst from holding or trading in a client’s stock and 

only accept lump-sum cash payments up front. 

Favorable coverage is not guaranteed upon enrollment. Once a client enrolls it cannot 

prevent the publication of an unfavorable report and cannot withdraw from coverage before the 

expiration of the term.
6
 At times, the paid-for analyst could approach management for 

information and submit a preview of the report to check for factual errors prior to it being issued. 

This preview report is edited to conceal recommendations or forecasts. In cases of inaccessible 

management, fee-based firms publish the report as is if management does not respond within a 

defined time frame (for example, two days at Dutton Associates) or can take management access 

into account with the rating (for example, Investrend has a rating ―Suspended,‖ which it equates 

                                                 
5
 One consideration between the cost of paid-for coverage and traditional coverage is the accounting treatment. 

When a company directly pays for research, it is treated as an expense that has a direct impact on earnings. When a 

company indirectly pays for research through investment banking markups, the cost is rolled into the proceeds from 

equity issuance and does not directly impact earnings. I thank Jay Ritter for this point. 
6
 In one case, management elected to take the company private after engaging a fee-based firm for a year of 

coverage. During this period, the paid-for analyst evaluated management’s offer to the shareholders as ―absurdly 

low‖ in a research report claiming that ―taking the Company private because the market has not adequately valued 

the shares is one thing, stealing it and getting the Board of Directors to go along with the investment bankers to help 

you is quite another‖ (Dutton, 2003).  
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numerically with ―Avoid” and is assigned when the client shows an ―inability or unwillingness 

to provide continued access to the company‖).
7
 

 Paid-for and sell-side analysts perform similar functions as information intermediaries. 

For example, paid-for analysts interview managers, interpret past events and perform prospective 

analysis, evaluate business models, and communicate this analysis by writing reports, which 

often include a business overview, earnings forecasts, price forecasts, and a recommendation 

level. Fee-based research firms disseminate their reports through their webpage, subscriber lists, 

media, and third-parties such as Zacks, Multex, First Call, and Institutional Brokers’ Estimate 

System (I/B/E/S).
8
 There is also variation in the firm policies and business operations of 

fee-based firms that can influence conflicts of interest.  

Paid-for research is ―fraught with potential conflicts‖ (CFA/NIRI, 2005, p. 9). The most 

obvious potential conflict is that the fee-based firm has an economic interest to provide favorable 

ratings so the client renews coverage.  However, fee-based firms also have strong incentives to 

protect their reputations similar to credit rating agencies (Covitz and Harrison, 2003). Although 

potential conflicts are inherent within this compensation arrangement, professional organizations 

have recommended best practices and standards to mitigate them. The CFA Institute and 

National Investor Relations Institute (NIRI) jointly issued Best Practice Guidelines Governing 

Analyst/Corporate Issuer Relations (CFA/NIRI, 2005). A peer-based self-regulatory 

organization, First Research Consortium, issued Standards of Practice for Research Providers. 

Both reports directly addressed paid-for research and echoed the Self Regulatory Organization 

(SRO) Rules (NASD 2711, NYSE 351 and 472) and Regulation Analyst Certification 

                                                 
7
 This process was confirmed in a conversation with John Dutton. 

8
 I find eight fee-based research firms with estimates or recommendations, or both, in I/B/E/S. These firms cover 

400–450 firms on I/B/E/S over the period 1999–2006. As of 2005–2006, approximately 3–4% of the US firms on 

I/B/E/S had forecasts or recommendations issued by paid-for analysts that were included in I/B/E/S. 
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(Regulation AC). They recommended a flat-fee, paid-in-cash prior to writing the report 

compensation structure unlinked to the report conclusions; full disclosure of compensation, 

business relations, analyst credentials, and recommendation history; restrictions on holding or 

trading in the clients’ securities and on  investment banking relations; and more. First Research 

Consortium took the strictest stance forbidding holding or trading client securities. While no 

explicit regulations address paid-for research, disclosure of the compensation arrangement falls 

under SEC rule 17(b) of the Securities Act of 1933.
9
 

However, paid-for research has not gone unnoticed by the Securities and Exchange 

Commission. A recent report commissioned by the SEC specifically highlights the lack of 

analyst coverage as an existing problem with adverse effects such as reduced firm valuation, 

higher financing costs, decreased market efficiency, lower liquidity, and inhibiting investors’ 

resource allocation decisions. In the report, the SEC Advisory Committee on Smaller Public 

Companies officially endorses the paid-for research model and recommends the SEC to actively 

encourage it as a mechanism for companies to obtain analyst coverage and alleviate this problem 

(SEC, 2006).  

The extant literature provides support for the SEC’s conjecture that paid-for research can 

help firms unlikely to attract sell-side analysts to potentially capture the benefits of analyst 

coverage. Analyst coverage is suggested to reduce information asymmetry not only between 

insiders and outsiders but also between informed and uninformed traders (Brennan and 

Tamarowski, 2000). According to economic theory, reductions in information asymmetry 

                                                 
9
 SEC rule 17(b) states: ―It shall be unlawful for any person, by the use of any means of instruments of 

transportation or communication in interstate commerce or by the use of the mails, to publish, give publicity to, or 

circulate any notice, circular, advertisement, newspaper, article, letter, investment service, or communication which, though not 

purporting to offer a security for sale, describes such security for a consideration received or to be received, directly or 

indirectly, from an issuer, underwriter, or dealer, without fully disclosing the receipt, whether past or prospective, of 

such consideration and the amount thereof.‖ 
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decrease the adverse selection cost of trading in a stock and increase liquidity (Diamond and 

Verrecchia, 1991; and Brennan and Subrahmanyam, 1995). Irvine (2003) finds an incremental 

price impact to a sell-side analyst’s initial report and that liquidity improves after initiations. 

Paid-for analyst coverage could also have an effect on institutional investor ownership by 

improving the information environment and visibility (Bushee and Noe, 2000; and Merton, 

1987). It could also influence the likelihood of sell-side analysts following the firm through an 

increase in liquidity and institutional investor ownership (O’Brien and Bhushan, 1990) and a 

decrease in the cost of information acquisition (Bhushan, 1989; and Barth, Kasznik, and 

McNichols, 2001). However, critics question whether the inherent conflict of interest could taint 

the perceived objectivity of the report to the point where investors simply ignore paid-for 

research. For example, one company’s response to a survey on paid-for research was ―we feel 

VERY strongly that research, in order to be reliable, should be independent, and in order to be 

independent, should NOT be paid for‖ (Metzger, 2002, p. 6). 

Overall, to the extent that paid-for reports are able to effectively manage their conflicts of 

interest and provide new and useful information to investors, I expect there to be a predictable 

abnormal stock return response to the recommendation level and change of recommendation 

provided in the paid-for report. In addition, if paid-for research is able to improve the 

information environment of the firm and provide other capital market participants with 

meaningful insight, I expect that liquidity, institutional investor ownership, and sell-side analyst 

coverage increase after the initiation of paid-for coverage. 

 

3. Sample formation and description 
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I form a sample of fee-based research firms and their clients. I identify ten fee-based 

research firms that offer paid-for analyst research. These ten firms include the top five firms that 

account for 73% of revenues and 58% of firms covered in the paid-for research industry 

(Badruswamy, 2005). I hand-collect past research reports from the webpage archives of the 

research firms.
10

 I construct a recommendation database from the research reports that includes 

the report issue date; client name, exchange, and ticker; the fee-based research firm hired; 

whether the report was clearly identified as an initial or final report; the recommendation rating; 

and whether the recommendation rating was an upgrade, reiteration, or downgrade.  

The reports range in size and scope from one- to three-page research notes (issued fairly 

frequently) to larger ten- to 40-page research reports (usually issued quarterly) with some 

initiation or one-shot reports reaching more than one hundred pages. Research notes and reports 

include recommendation ratings prominently on the first page in an investment summary section 

as well as throughout the report. The text of the ratings reflects variation from traditional 

sell-side reports including ratings labeled ―Strong Buy,‖ ―Buy,‖ ―Speculative Buy,‖ ―Hold,‖ and 

―Sell.‖ I assign these ratings into four categories (Strong Buy, Buy, Hold, and Sell) based upon 

the fee-based firms rating scale.
11

  

Table 1 describes my sample selection. The Unrestricted Sample includes all the firms 

that bought analyst research. The Restricted Sample imposes two restrictions: (1) available 

information to match with the Center for Research in Security Prices (CRSP)/Compustat merged 

                                                 
10

 I used a number of methods to capture as complete a list as possible of clients and research reports including 

checking Internet archives to access the fee-based research firm’s webpage at different dates in the past. I 

cross-checked the reports against Investext and I/B/E/S where available to help mitigate the possibility that the 

research firms selectively chose what reports to display on their websites. My final sample drawn from Internet 

archives, subscriber lists, and the websites includes all firms that Investext or I/B/E/S attributed to the fee-based 

firms and more. See the Appendix for a more detailed discussion of the sample development. 
11

 Strong Buy contains Speculative Strong Buy, Strong Buy, and Strong Speculative Buy; Buy, Buy and Speculative 

Buy; Hold, Hold, Neutral, and Speculative; and Sell, Avoid, Reduce, Sell, Suspended, and Underperform. The only 

exception to this classification rubric is the fee-based firm Taglich Brothers that operates on a five-point scale: Buy, 

Speculative Buy, Neutral, Underperform, and Sell. For Taglich Brothers, Buy was assigned to Strong Buy.   
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database at the initiation of coverage, and (2) no sell-side coverage in the four fiscal quarters 

prior to the initiation of paid-for coverage.
12

 I require the second restriction to more adequately 

capture the target population of paid-for coverage and to focus on the management decision to 

buy coverage conditioned on the firm not having sell-side coverage. This conditional analysis 

reflects the SEC’s concern over firms with no analyst coverage and is supported by the empirical 

observation that few firms with sell-side coverage buy coverage.
13

  

The ensuing analyses focus on the Restricted Sample but, as this is a new data set, I 

include descriptive statistics of the Unrestricted Sample in this table to provide a fuller picture of 

these research firms and their clients. Panel A describes the sample by research firm. The 

number of clients in the Unrestricted Sample is concentrated in the top five research firms but 

fairly evenly distributed amongst them. Overall, I find 619 unique research firm/client pairings 

(551 unique clients as some engaged multiple research firms) in which the client bought analyst 

coverage. However, the two largest research firms become more predominant in the Restricted 

Sample as they tend to cover relatively more firms traded on the major exchanges. These two 

research firms become even more prevalent in terms of number of reports, likely reflecting more 

resources devoted to research as well as more clients continuing coverage for a number of years. 

Panel B shows the sample by year in terms of the number of clients initiating coverage in that 

year and the number of clients covered during that year. There are an increasing number of both 

                                                 
12

 I use the detail forecast file on I/B/E/S to create the sell-side analyst following measure. This is important as the 

summary statistics in I/B/E/S also include paid-for analysts. I define sell-side analyst following as the number of 

analysts not affiliated with a fee-based research firm who issue an earnings forecast for any horizon for the firm 

during the fiscal quarter. I assume sell-side analyst following is zero for any period the company is listed but there 

are no forecasts on I/B/E/S. 
13

 Without the second restriction of no sell-side coverage in the four fiscal quarters prior to the initiation of paid-for 

coverage, there were 262 research firm/client pairs in which coverage was initiated (with 237 unique clients) 

compared with 218 research firm/client pairs (and 197 unique clients) in Table 1, Panel A. Of the 44 research 

firm/client pairs dropped, 24 had one analyst issue an estimate in the prior four quarters, 91% had less than three 

analysts, and the maximum number of analysts was 12. Overall, the results are qualitatively unchanged if these firms 

are included.    
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companies buying analyst coverage over time and the number of firms covered, indicating more 

firms each year are initiating coverage than are dropping it. Panel C breaks down the sample 

clients by exchange listing at the time they first paid for research. The majority of clients are 

from the Nasdaq and OTC Bulletin Board or Pink Sheets. This also shows the major effect of the 

CRSP/Compustat filter as those traded on the OTC Bulletin Board or Pink Sheets are dropped.
14

 

 I require the following data to test my predictions: stock returns, financial statement data, 

institutional holding data, capital market transactions data, and analyst following and forecast 

data. Stock return data are from CRSP. Financial statement data are from Compustat. Analyst 

data are from I/B/E/S. Institutional holdings are from Thomson Financial. Equity issuance, debt 

issuance, and merger and acquisitions activity are from the Securities Data Company’s 

databases. 

 

4. Analysis of management’s choice to buy analyst research  

In this section, I use a discrete-time hazard model to examine how management’s choice 

to buy analyst research varies systematically with potential economic benefits. I define the 

choice of buying coverage as a ―failure‖ event measured quarterly. Specifically, I define an 

indicator variable, PaidFor, that equals zero if the firm does not initiate paid-for coverage during 

the fiscal quarter. If a firm initiates paid-for coverage during a fiscal quarter, PaidFor equals one 

and the firm is dropped from the sample for the remaining quarters. Over the sample period, 181 

unique firms bought coverage and have the necessary data for the regression model.  

The discrete-time hazard model, the analogue to the Cox proportional hazard model, 

takes into account the right-censored data and the discrete firm-quarter–level data. I investigate 

                                                 
14

 This filter likely biases against finding results as stocks traded on the major exchanges are likely to have greater 

information environments and paid-for analysts must attain a higher standard to provide new, valuable information.  
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the determinants of paid-for analyst coverage and provide insights into a suitable control model 

for subsequent analysis by estimating the following discrete-time logit model over 1999–2006 

using maximum likelihood methods:  

  (1) 

In this model, PaidForit is the hazard function or, more intuitively, the instantaneous 

probability that firm i buys coverage at time t. The nonparametric baseline hazard, αt, is 

empirically specified by duration-interval dummy variables that represent when a firm is at, 

relative to entering the sample where the interval is defined by quarters. The matrix Xit contains 

characteristics for firm i in quarter t; and β is a vector of coefficients. The p-values are based on 

robust standard errors clustered by firm.
15

 

The analyst coverage and disclosure literatures suggest numerous economic incentives 

that can drive a manager’s decision to pay for coverage. I draw from these literatures to motivate 

variables to include in Xit.  I condition my analysis on firms not having sell-side coverage in the 

prior four quarters to more tightly focus on the management decision to buy coverage. The 

majority of the independent variables are measured based on the prior fiscal quarter observations 

to avoid being influenced by the initiation decision and to mitigate possible endogeneity. 

 Larger firms have richer information environments than small firms (Atiase, 1985), are 

more visible, and face fewer structural barriers such as institutional investor constraints. Smaller, 

younger firms have greater uncertainty about future earnings, questions about the viability of the 

company, and higher information asymmetry between insiders and outsiders. Thus, they have 

more to gain from paying for analyst coverage to reduce this uncertainty (Lang, 1991; and 

                                                 
15

 The results are robust to modeling the decision to buy analyst coverage using an alternative duration specification 

(specifically, the Cox proportional hazard model) or moving away from duration analyses and collapsing the model 

to a traditional multivariate logit by excluding the duration-interval dummies.  
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Botosan, 1997). I measure size and age by the natural log of the firm’s market value of equity 

and the number of years the firm has been listed on CRSP at the end of the prior fiscal quarter. I 

expect firm size and age to be negatively correlated with paying for analyst coverage. 

 Institutional investors act as information intermediaries (Core, 2001) and monitors 

(Gillan and Starks, 2000; and Hartzell and Starks, 2003) reducing the incremental benefits to be 

gained from analyst coverage. Institutional investors also employ their own buy-side analysts, 

decreasing the need for a company to pay for its own analyst. I measure institutional ownership 

as the percentage of institutional holdings as of the most recent institutional ownership report 

before the end of the prior fiscal quarter and expect it to be negatively related to the probability 

that a company pays for research.
16

 

 Managers are more forthcoming in terms of voluntary disclosures during periods of good 

news (Dye, 1985; and Miller, 2002). I expect firms with a recent strong performance are more 

likely to pay for analyst coverage to increase their communication and interaction with the 

capital market, where performance is measured by the stock returns over the 250 days before the 

end of the prior fiscal quarter.  

Firms with losses, that have a higher standard deviation of returns, and that are more 

R&D-intensive face a greater level of uncertainty when predicting future earnings and cash flows 

(Hayn, 1995; and Barth, Kasznik, and McNichols, 2001). I expect these firms are the ones to 

reap greater benefits from paying for analyst coverage and are more likely to pay for coverage. 

However, loss firms could also be less likely to pay for coverage as managers have a lower 

desire to broadcast during a period of poor performance. I measure losses by an indicator 

variable that equals one if the prior fiscal quarter’s net income before extraordinary items (NIBE) 

                                                 
16

 I assume institutional holdings are zero for any period the company is listed but there are no data on the 13f 

filings. 
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is negative. I calculate the standard deviation of daily returns over the 250 days before the end of 

the prior fiscal quarter. I capture R&D intensity by dividing research and development 

expenditures by total assets, as of the prior fiscal quarter.
17

  

Similarly, firms operating in high-technology industries face constantly changing 

environments in which future operations and cash flows are highly uncertain. In addition to R&D 

intensity, these firms make large investments in other intangible assets such as advertising, 

human capital, and brand-name development that are not reflected on the financial statements. I 

expect that firms in high-tech industries are more likely to pay for analyst coverage where, 

following Chen, DeFond, and Park (2002), Loughran and Ritter (2004), and Cliff and Dennis 

(2004), high-tech is an indicator variable equal to one if the firm is from the following Standard 

Industrial Classification (SIC) codes: 2833–2836 (drugs), 3570–3577 (computers), 3600–3674 

(electronics), 3810–3845 (precise measurement instruments), 7371–7379 (programming), or 

8731–8734 (R&D services). 

I include book-to-market at the end of the prior fiscal quarter as companies with a high 

book-to-market value could feel their stock is undervalued and be motivated to increase 

disclosure and investor awareness. Low book-to-market firms are considered growth firms with 

more of their value derived from intangible growth options. Management is more difficult to 

monitor and there is relatively more uncertainty over future cash flow realizations in these firms 

(Smith and Watts, 1992), suggesting they are more likely to buy analyst coverage because of 

greater potential benefits from coverage.  

Management has incentives to decrease the cost of capital by increasing trading volume 

and liquidity through increased disclosure (Leuz and Verrecchia, 2000), and a company is more 
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 Following Foley, Hartzell, Titman, and Twite (2007), I code observations in Compustat in which the R&D 

expense is missing as zero.  
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likely to attract sell-side analysts and institutional investors in the future if it has a high level of 

trading volume. Thus I expect firms with low turnover and high bid-ask spreads to be more 

likely to pay for coverage, where turnover is the average daily number of shares traded divided 

by shares outstanding and spread is the average daily quoted spread, , over the 250 

days before the end of the prior fiscal quarter. 

Managers have incentives to supply voluntary disclosure to facilitate access to the capital 

market and to reduce the cost of capital (Frankel, McNichols, and Wilson, 1995; and Lang and 

Lundholm, 2000). I expect firms that are seeking financing in the future derive a more immediate 

benefit from decreasing their cost of capital and are more likely to pay for analyst coverage. I 

capture future financing using an indicator variable equal to one if in the one hundred days after 

the end of the fiscal quarter the firm issues debt or equity as reported in the SDC database. 

Mergers and acquisitions (M&A) impact a firm’s future operating activities and increase the 

uncertainty and complexity of understanding a firm’s future earnings and productive capabilities. 

I predict firms active in mergers or acquisitions are more likely to pay for analyst coverage. I 

proxy for M&A activity using an indicator variable equal to one if the firm was engaged in 

M&A activity in the period 250 days before the end of the fiscal quarter to one hundred days 

after the end of the fiscal quarter.  

Finally, I include exchange dummies as liquidity and visibility vary across the major 

exchanges due to listing requirements and other institutional features such as market structure 

and regulatory oversight. I also include year dummies to control for the various and substantial 

economic and regulatory changes over the sample period.
18
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 Continuous variables are truncated at 1% and 99% to reduce the influence of outliers. 
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I first examine differences between firms that pay for analyst research and firms that do 

not. Table 2 describes the characteristics of the paid-for sample in the fiscal quarter prior to 

buying coverage compared with the CRSP/Compustat universe from 1999 to 2006 that did not 

buy analyst coverage with both samples conditional on firms not having sell-side coverage.
19

 

On average, firms that buy analyst coverage are smaller, younger, and have less 

institutional investor holdings. The mean (median) market value of equity of the paid-for firms is 

$64 million ($38 million) contrasted with $1,550 million ($57 million) for firms that did not pay 

for analyst coverage. Firms paying for analyst research also have more losses in the prior quarter, 

greater stock return volatility, and a lower book-to-market ratio. They also are more likely to be 

R&D-intensive and from high-tech industries. This implies they have greater business 

uncertainty with more difficult-to-predict earnings and cash flows. Overall, firms that pay for 

analyst research appear markedly different from those that do not in the univariate setting, 

confirming the need to explicitly control for the choice to buy research in later analyses.
20

   

Table 3 presents the results from the multivariate analyses of the determinants of paid-for 

analyst research conditioned on firms not having sell-side coverage. Column 3 displays the 

Z-coefficients from the regression. To help interpret the economic significance of the 

coefficients, Column 4 presents the results in terms of the percentage change in the odds of 

buying analyst research for a standard deviation increase in the independent variable.  

                                                 
19

 I assume all firms in the CRSP/Compustat universe that are not in my Paid-For sample did not buy analyst 

coverage. To the extent that I have captured the largest fee-based firms in the industry and collected a 

comprehensive sample of their clients, this should mitigate the concern of misclassifying firms. I also sample one 

hundred random firms that I assume do not have paid-for coverage and perform a Factiva search of all sources for 

any mention of payment for coverage or connections with fee-based research firms. None of these one hundred 

firms had any connection with paid-for coverage. Comparatively, I found evidence of paid-for coverage for 90% of 

the Paid-For sample using the same search criteria.   
20

 For descriptive purposes, when Table 2 is replicated with a $1 billion market cap restriction, the inferences from 

Table 2 are similar.  
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I find that the likelihood of buying analyst research is positively associated with the 

standard deviation of returns, R&D intensity, and the high-tech industry and negatively 

associated with size, age, and book-to-market. This is consistent with the voluntary disclosure 

literature that argues firms with high information asymmetry between insiders and outsiders and 

greater uncertainty about future earnings, cash flows, and productive capabilities have more to 

gain from reducing this uncertainty (Lang, 1991; and Botosan, 1997). The larger information gap 

also suggests these firms are more likely to benefit from hiring analysts as a bonding mechanism 

to certify information. Sell-side analysts are also less likely to cover firms requiring more effort 

to follow (Bhushan, 1989; and Barth, Kasznik, and McNichols, 2001). Thus, these firms are less 

likely to attract sell-side coverage and turn to paying for analyst coverage. 

Prior stock returns are significantly higher for firms initiating paid-for analyst coverage. 

This is consistent with the voluntary disclosure literature that finds managers look to increase 

communication with the capital market during periods of strong performance (Miller, 2002). In 

addition, paid-for research firms’ potential role as a reputational bonding mechanism could be 

particularly useful during periods of good news.
21

  

 The likelihood of paying for analyst research is negatively associated with the 

percentage of institutional investors. This is consistent with their information intermediary role 

reducing the benefit of and the need for paid-for analyst coverage. In particular, a one standard 

deviation increase is related to a 44% decrease in the likelihood of buying research. 

The results show that firms with high turnover are less likely to pay for analyst research. 

Inconsistent with my expectations, the quoted bid-ask spread is negatively related to paying for 
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 The relation between the initiation of paid-for coverage and recent strong performance could also reflect paid-for 

firms screening clients. In a conversation, John Dutton indicated a willingness to pass on providing coverage for 

some lower quality firms. This is consistent with Dutton showing a concern for its reputational capital and is similar 

to sell-side analysts’ preference to follow stocks they view favorably (McNichols and O’Brien, 1997). 
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coverage. Finally, I find that firms listed on the Amex or Nasdaq exchange (relative to NYSE) 

are more likely to pay for analyst research. This likely reflects the influence of listing 

requirements and fees on the subset of firms that are eligible and that choose to list on the NYSE 

exchange.
22

 This suggests NYSE firms are less likely to pay for coverage as they derive 

relatively more visibility and reputational capital from the exchange listing (Kadlec and 

McConnell, 1994; and Macey and O’Hara, 2002). Reporting a loss, future financing and M&A 

activity are insignificantly related to paying for analyst coverage. 

Overall, the evidence shows the decision to buy analyst coverage varies systematically 

with the potential benefits from coverage. Firms with low visibility and more difficult to value 

assets have the greatest potential benefit from analyst coverage yet are less likely to attract 

sell-side analysts because of liquidity problems and the increased effort of coverage. Firms that 

have performed well recently are more likely to buy coverage to disseminate this news. 

However, firms that already have higher institutional ownership are less likely to purchase 

coverage consistent with a diminished marginal benefit relative to the cost of coverage. 

 

5. Investor reaction to paid-for research report recommendations  

In this section, I examine whether paid-for reports provide new information by examining 

stock returns at the report release date. I use the two-day mean cumulative abnormal returns from 

the day of and the day after [0, +1] the report release date.
23

 I include the day after as the report 

could have been issued after-hours. The sample contains reports from the Restricted Sample with 

available return data over 1999–2006. To minimize confounding issues from overlapping event 

dates, I exclude reports in which the company announced earnings within two trading days of the 
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 See Macey and O’Hara (2002) for a discussion of the economics of listing requirements. 
23

 I use size-adjusted abnormal returns based on assignment to size deciles. 
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report date and reports issued within two trading days of another report issued for the same 

company (in this case both reports are excluded).  

 I estimate the following ordinary least squares (OLS) regression models: 

 CARit = β1(Strong Buyit) + β2(Buyit) + β3(Holdit) + β4(Sellit) + εit (2) 

and 

 CARit = β1(Upgradeit) + β2(Reiterationit) + β3(Downgradeit) + β4(Initiationsit) + εit, (3) 

where Strong Buy, Buy, Hold, and Sell are the recommendation levels I assign to the 

recommendation text. The p-values are based on robust standard errors clustered by firm.
24

 

Table 4, Panel A shows the number of reports within each recommendation level and 

change in recommendation level. Consistent with sell-side analyst recommendations, the paid-for 

recommendations tend to be predominately buys with about 88% of recommendations in the 

Strong Buy or Buy category. The recommendation distribution is relatively optimistic compared 

with I/B/E/S recommendations issued for US firms over 1999–2006, in which the number of 

Strong Buy and Buy recommendations is 54% (with 24% Strong Buy and 30% Buy). Holds are 

39% and Sells are 7%. The scarcity of Sell recommendations in the paid-for sample (2% overall 

and no firms initiated at Sell) suggests the observed reports could be censored, which could be 

attributable to fee-based firm optimism, the self-selection of firms choosing to pay for coverage, 

or both.
25

  

I first break out initiations of coverage separately as initiations have incremental impact 

in sell-side recommendations (Irvine, 2003). However, I also split the sample to investigate 

whether the decision to buy coverage sends a signal to the market about future good 
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 The tenor of the results is unchanged if standard errors are clustered by analyst. 
25

 In addition, Initiations are 39%; Upgrades, 20%; Reiterations, 14%; and Downgrades, 27%. Of note, only 4% of 

I/B/E/S initiations are Sells, consistent with sell-side analysts’ tendency to report on firms for which they can make 

favorable reports (McNichols and O’Brien, 1997).  
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performance. In this case, investors could react to the signal of initiating paid-for coverage yet 

not be reacting to the information in the report. I expect two possible outcomes if investors only 

react to a report’s signal of future performance and not to the information in the report: (1) the 

CAR of the initiation will not vary by recommendation, and (2) subsequent changes in 

recommendation level will be insignificant. 

Table 4, Panel B presents investors’ reactions to the initial reports. The CAR of all initial 

reports is 1.68%. I find reports that are initiated with Strong Buy and Buy recommendations are 

significantly associated with a CAR of 2.59% and 1.58%, respectively. Hold initiations are not 

statistically different from zero.
26

 The CARs of Strong Buy, Buy, and Hold initiations are also 

statistically different from each other. This implies that investors are reacting to the information 

content contained in the level of the recommendation in addition to the initiation of coverage. 

Table 4, Panel C shows that subsequent changes in recommendation level are associated 

with abnormal returns: CARs are significantly associated with Upgrades (1.25%), Reiterations 

(0.47%), and Initiations (1.68%). Downgrades (-1.12%) are negative and similar in economic 

size to Upgrades but statistically insignificant (p = 0.19). In addition, Table 4, Panel D shows 

that CARs are also significantly associated with Strong Buys (1.06%), Buys (0.54%), and Holds 

(-1.06%), while the CARs of Sells is insignificantly different from zero (p = 0.46).
27

 Overall, the 

CARs of initiations, initiation level, recommendation changes, and recommendation level are 

consistent with intuition and the sell-side literature, suggesting that investors view paid-for 

research as credible and react to the information contained in the report. 
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 Examining median CARs leaves the tenor of the results unchanged. 
27

 Number of pages is not significant as a control variable in the stock return tests, and the results are robust to its 

inclusion.  
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6. Changes in institutional ownership, sell-side analysts, and liquidity after buying 

coverage 

In this section, I conduct a time series analysis of changes in the firm’s information 

environment and liquidity before and after buying analyst coverage. I test for changes in 

institutional holdings, analyst following, and liquidity by examining the difference between 

quarters q–4 to q–1 and quarters q to q+3 relative to the quarter the company initiated paid-for 

analyst coverage. This allows the company to act as its own control and preserves seasonality 

between the pre- and post-period to control for any changes in trading activity related to 

seasonality in business cycles, end-of-the-year effects, and others.
28

 I require the firm to have 

non-missing data for the entire period [q–4, q+3] to ensure the pre- and post-periods are not 

confounded by IPOs or delistings. 

To further take into account the endogeneity of the decision to buy analyst research and 

control for time effects, my main tests also involve a difference-in-differences analysis using a 

matched sample based on propensity score matching.
29

 Instead of matching dimension by 

dimension, I use propensity score matching to collapse the dimensionality of the matching 

variables to one and simultaneously match on several characteristics (Caliendo, 2006).  

I use a nearest-neighbor algorithm to generate my sample of matched non-paid-for 

control firms using the following steps: 

Step 1: I estimate the discrete-time logit model from Equation (1).  

                                                 
28

 The results are qualitatively similar and the inferences unchanged if quarter q is dropped and quarters q+1 to q+4 

are compared with quarters q–4 to q–1. 
29

 Propensity score matching is a nonparametric technique used in the finance (Lee and Wahal, 2004; Hillion and 

Vermaelen, 2004; and Cooper, Gulen, and Rau, 2005), economics (Dehejia and Wahba, 2002; and Smith and Todd, 

2001), and accounting (Armstrong, Jagolinzer, and Larcker, 2010) literatures. Propensity score matching seeks to 

allow causal inference in nonexperimental settings by constructing a suitable control group of firms similar to the 

target group in all relevant characteristics (Rosenbaum and Rubin, 1983). 
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Step 2: The predicted probabilities from the model are the propensity scores for each 

firm-quarter observation. I match without replacement each firm buying coverage to a 

firm not buying coverage with the closest propensity score, within 0.02, to form a 

sample of firms buying and not buying coverage within the same calendar quarter.
30

  

This method effectively creates a matched control sample that accounts for manager’s 

endogenous choice to buy coverage and intertemporal variation in the outcome variables (Rubin, 

1974; and Rosenbaum and Rubin, 1983). The institutional holdings, analyst following, and 

liquidity outcome variables for the matched non-paid-for firms are subtracted from the paid-for 

firms in each quarter [q–4, q+3]. The difference-in-differences analysis then compares these 

adjusted variables before and after the company buys analyst coverage.  

Table 5 presents the characteristics of the firms buying analyst research and the matched 

nonbuying control firms after the propensity score matching.
31

 Recall from Table 2 that, before 

matching, firms that paid for analyst research differ along many dimensions from those that did 

not. After the matching and data requirements, the sample contains 146 unique firms that bought 

coverage over 1999–2006. Column 2 shows the means of the paid-for firms. Columns 3 and 4 

report the means of the non-paid-for firms after matching and the p-values of the difference 

compared with the paid-for sample based on matched-pair t-tests. After matching, the majority of 

the variables at an individual level are insignificantly different between the paid-for and 

non-paid-for control firms although standard deviation of returns and prior returns still show a 

statistically significant difference. When considered jointly, the paid-for and non-paid-for control 
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 I reduce the potential risk of a poor match by imposing a restriction that requires the propensity score of the 

matched nonbuying control firm to be within 0.02 of the propensity score of the buying firm. This match is 

maintained for the entire period [q-4, q+3]. 
31

For the nonbuying control firms, I perform a Factiva search of all sources for any mention of payment for coverage 

and connections with fee-based research firms during the comparison quarters. None of these control firms had any 

connection with paid-for coverage. Comparatively, I found evidence of paid-for coverage for 90% of the paid-for 

sample using the same search criteria. 
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firms differ insignificantly based on Hotelling’s T
2

 test (p = 0.67). Intuitively, the paid-for and 

non-paid-for control firms have similar size, age, profitability, growth opportunities, R&D 

intensity, high-tech industry membership, liquidity, institutional ownership, capital market 

activity, and exchange listing. They also are based in the same time period. Overall, the 

propensity score matching has worked successfully in terms of balancing the control variables.  

Table 6 shows the results for changes in institutional holding, number of analysts, and 

liquidity before and after a company pays for analyst coverage. Columns 3 and 4 show the mean 

quarterly level of the variable over the four quarters before hiring an analyst [q–4, q–1] and the 

four quarters after hiring an analyst [q, q+3]. Columns 5 and 6 show the difference in unadjusted 

means and associated p-value. Column 7 shows the difference in means adjusted for the 

quarterly difference between the paid-for firm and its matched control firm. Column 8 shows the 

associated p-value. Spread and Turnover are defined as before but measured over the fiscal 

quarter.  

I focus on the difference-in-differences results using propensity score matching (Columns 

7 and 8) as this analysis controls for potential selection bias as well as intertemporal changes in 

the dependent variables. Consistent with the sell-side literature (Irvine, 2003), I find 

improvements in liquidity after the initiation of analyst coverage. The bid-ask spread shows a 

0.97% decrease (21% decrease) and daily turnover shows a 0.31% increase (56% increase). I 

find that firms add about two-and-a-half institutional investors and a 1.5% increase in 

institutional holdings on average after buying coverage. The number of sell-side analysts 

following the firm increases to 0.06 per quarter. This implies that paying for coverage could act 
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as a stepping-stone to sell-side coverage by increasing liquidity, encouraging institutional 

investors, and decreasing the initial information acquisition cost.
32

 

 

7. Partitioning the sample into the two major firms 

The empirical analyses conducted so far provide evidence that paid-for research has 

informational consequences in terms of providing new information and influencing longer term 

changes in the firm’s information environment. Implicitly, this assumes all fee-based research 

firms are the same. In this section, I empirically examine the two leading fee-based firms (Dutton 

Associates and Taglich Brothers) to contribute initial insights into how the market impact varies 

by potential conflicts of interest. This examination complements the prior evidence by providing 

richer contextual detail of two specific leading firms, with the caveat that the smaller sample 

restricts the power of the tests. 

Taglich and Dutton share many similarities as the dominant fee-based firms in terms of 

number of clients and reports over my sample period. Both have been in the paid-for industry 

since 2000–2001. Taglich previously provided research reports but moved to the paid-for model. 

J.M. Dutton founded Dutton in 2001 but had been personally involved in the analyst industry 

since 1966. Both employ or contract experienced Wall Street veterans as analysts with many 

holding a Chartered Financial Analyst (CFA) designation. Their estimates are distributed by and 

included in the estimate consensus of major providers such as Bloomberg, Reuters, Zacks, 

I/B/E/S, First Call, and Business Newswire.  In 2006, Dutton charged $39,500 for a year of 

                                                 
32

 Three firms changed exchanges over the [q-4, q+3] period surrounding hiring an analyst. This could influence 

changes in liquidity, institutional ownership, and analysts following, although the change between major exchanges 

and the potential impact is relatively smaller than the changes between an over-the-counter exchange and a major 

exchange. The results are robust to excluding these three firms. Three firms also have only an initial report and no 

follow-up reports, suggesting that these could have been purchased as a one-shot report instead of a longer term 

contract (or that I was unable to collect follow-up reports). The results are robust to excluding these three firms.  
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coverage renewable at the end of the year in annual installments. Taglich charged $21,500 for a 

year of coverage, which then reverted to a monthly retainer of $1,750 for renewable coverage. In 

both cases, coverage consists of a series (typically quarterly) of larger research reports (five to 25 

pages) and more frequent but smaller research notes (one to three pages).   

The research reports are similar to sell-side reports. The reports of both firms consist of 

earnings forecasts, recommendations, target prices, analyst name, and a more detailed written 

section that includes a company overview, basis for the rating, key investment considerations, 

past financials, risk assessments, and valuation criteria. Dutton issues recommendations in seven 

rating categories: Strong Buy, Strong Speculative Buy, Buy, Speculative Buy, Neutral, Avoid, 

and Not Rated. Taglich issues recommendation on a five-point scale: Buy, Speculative Buy, 

Neutral, Underperform, and Sell. The reports include the research firm’s total distribution of 

ratings, meanings of ratings, a price chart of the client with the rating and price target history, 

trading and conflict of interest disclosures, and an analyst certification conforming to the SRO 

Rules and Regulation AC.  

However, the CFA Institute/NIRI Best Practice Guidelines and First Research 

Consortium Standards emphasize major conflict of interest concerns where Taglich and Dutton 

differ: other business relations and holding or trading client securities. The potential conflicts of 

interest from other business relations, specifically investment banking, with companies under 

coverage has been recognized in the sell-side literature (Lin and McNichols, 1998; and Michaely 

and Womack, 1999) and been the subject of regulatory actions over the last decade such as the 

Global Settlement.  The CFA Institute/NIRI recommends fee-based firms ―refrain from engaging 

in, or receiving compensation from, any investment banking or corporate finance-related 

activities with the issuer‖ (CFA/NIRI, 2005, p. 5). The First Research Consortium echoes and 
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extends this sentiment expressing ―the independence of a report shall be compromised if the 

Provider or a closely-related entity is also engaged in the provision of consulting, funding, 

investment banking, investor relations, or promotion‖ (First Research Consortium, 2006). Dutton 

focuses solely on research: ―Our firm’s operations are similar to a research department of a 

major investment banking firm, except we do not have any brokerage or investment banking 

operations‖ (Dutton, 2006). Taglich also provides investment banking and brokerage services 

and states that ―this firm (or one of its affiliates) may from time to time perform investment 

banking or other services for, or solicit investment banking or other business from, any company 

mentioned on this web site‖ (Taglich, 2006).
33

  

Regulators have expressed concern over firms and their analysts holding or trading client 

securities. The SRO Rules explicitly enact restrictions on the ability for firms and analysts to 

hold or trade securities, for example, blackout periods around recommendation reports. The CFA 

Institute/NIRI Best Practice Guidelines mirror these regulations and stipulate that paid-for firms 

should ―only accept cash compensation‖ (CFA/NIRI, 2005, p. 5). The First Research Consortium 

goes further to state that to minimize conflicts of interest ―no analyst employed by a research 

Provider or his or her immediate family members, may own any investment in, nor trade in the 

equities of any company he or she covers‖ (First Research Consortium, 2006). Dutton does not 

permit itself or its analysts to hold client securities, accepts only pre-paid cash compensation, and 

―does not accept payment of any of its fees in either company stock or any form of securities; as 

receipt and disposal of these securities under these alternative payment methods, might 

compromise the integrity of the continuing research program‖ (Dutton, 2006). Taglich states: 

―We, our affiliates, and any officer, director or stockholder or any member of their families may 
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 This potential involvement in and solicitation of investment banking activities with clients could explain why 

Taglich charges a lower price than Dutton for its research services. 
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have a position in and may from time to time purchase or sell any securities discussed in our 

reports. An employee, analyst, officer, or a director of the firm, or its affiliates, may serve as a 

director for companies mentioned in our reports‖ (Taglich, 2006). Overall, to the extent that 

Dutton has policies and business operations that reduce potential conflicts of interest, I expect 

there to be a stronger stock market reaction to their reports, and greater increases in institutional 

ownership, sell-side coverage, and liquidity for their clients. 

Table 7, Panel A shows the ratings distribution between Dutton and Taglich. Both firms 

show a strong tendency toward ―Buy‖ recommendations with 83% of Taglich reports a Strong 

Buy or Buy and 91% of Dutton reports as Strong Buy or Buy. This also holds focusing on the 

initial reports, with 90% of Taglich reports initiated as ―Buys‖ and 96% of Dutton reports 

initiated as ―Buys.‖ Within the Strong Buy or Buy partition, Taglich is less likely to use its 

highest rating than Dutton although Dutton has two ratings (Strong Buy and Strong Speculative 

Buy) that fall within the Strong Buy classification. Overall, both firms’ ratings are heavily 

skewed toward ―Buy‖ recommendations, although this could reflect the self-selection of firms 

choosing coverage as well as optimistic bias.
34

  

Table 7, Panel B presents the abnormal two-day returns around the release of analyst 

reports partitioned by firm. Because of the smaller sample sizes, in this analysis I follow Barber, 

Lehavy, and Trueman (2007) and aggregate the recommendations into two groups: ―Buy‖ 

(Strong Buy or Buy) and ―Sell‖ (Hold or Sell). The CAR of all initial reports by Dutton is 3.2%, 

which is significantly higher than the statistically insignificant CAR of 0.2% for Taglich. This 

difference extends to initial reports issued at a ―Buy‖ recommendation, in which the CAR of 

3.5% for Dutton is significantly higher than the statistically insignificant 0.6% for Taglich. The 
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The lower incidence of negative recommendations for Dutton could also reflect a stricter screening for lower 

quality clients, which could result in a trickle-down effect in which declined clients seek out paid-for firms with 

lower screening standards. 
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CAR of ―Sell‖ initiations is negative for both firms but statistically significant only for Taglich, 

although the infrequency of ―Sell‖ initiations suggests caution drawing inferences.   

The CARs of subsequent changes in recommendation level for Dutton are consistent with 

intuition and the sell-side literature and statistically significant except for downgrades. For 

Taglich, the CARs of upgrade, reiterations, downgrades, and initiations are all insignificantly 

different from zero. The difference between the Dutton and Taglich is statistically significant for 

upgrades, reiterations, and initiations. In addition, the CARs of Dutton are positive and 

statistically significant for ―Buys,‖ while the CARs of Taglich are negative and statistically 

significant for ―Sells.‖
 35

 This suggests that in incentive-consistent situations, investors’ 

assessment of the information in the report is related to the potential conflicts of interest. In 

incentive-inconsistent situations, both fee-based firms show similar but insignificant negative 

returns to downgrades and only the ―Sell‖ recommendations of the fee-based firm with the 

higher potential conflicts of interest was statistically significant.  

 Table 7, Panel C shows changes in institutional holding, number of sell-side analysts, and 

liquidity before and after a company pays for analyst coverage for both Dutton and Taglich 

clients. After the matching and data requirements, the sample contains 42 (71) unique firms that 

bought coverage from Dutton (Taglich) over 1999–2006. Again, I focus on the 

difference-in-differences results using propensity score matching (Columns 7 and 8) as this 

analysis controls for potential selection bias as well as intertemporal changes. There is a marked 

difference between Dutton’s and Taglich’s clients from the quarters before, [q–4, q–1], to the 

quarters after, [q, q+3], hiring an analyst. Dutton clients experience significant increases in 
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 Disaggregated, for Dutton, Strong Buy (N = 514) and Buy (N = 568) are positive and significant, Hold (N = 103) is 

negative and significant, and Sell (N = 9) is insignificant. For Taglich, Strong Buy (N = 92), Buy (N = 407) and Hold 

(N = 84) are insignificant while Sell (N = 20) is negative and significant. The difference in Strong Buys (p = 0.05) 

and Buys (p = 0.04) is significant, and the differences in Holds and Sells are not significant.  
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institutional investor holdings, the number of sell-side analysts, and turnover and a decrease in 

the bid-ask spread. The results for Dutton clients are generally of stronger magnitude than for the 

full sample in Table 6. In contrast, only the decrease in bid-ask spread is significant for Taglich 

clients after matching against a control firm. In addition, the difference between Dutton’s and 

Taglich’s clients is statistically and economically significant in both institutional ownership 

measures and sell-side coverage.
36

  

 Overall, this suggests that investors distinguish between paid-for research firms whose ex 

ante policies either mitigate or exacerbate potential conflicts of interest. Dutton paid-for analysts 

produce recommendations that elicit CARs consistent with intuition and typically of a stronger 

magnitude than the CARs from the recommendations of Taglich analysts. The difference 

between Dutton and Taglich analysts appears most pronounced for incentive consistent situations 

such as issuing ―Buy,‖ Upgrade, or Reiteration recommendations. Dutton clients are also able to 

capture potential benefits of analyst coverage such as increased liquidity, institutional ownership, 

and sell-side coverage.
37

  

 

8. Concluding remarks 

Using a sample of companies that bought analyst coverage during 1999–2006, I provide 

evidence on the determinants of the decision to hire an analyst and the market impact of paid-for 

                                                 
36

 Although my control sample matched by propensity score and calendar quarter should mitigate concerns, I cannot 

rule out the possibility than managers decide to simultaneously initiate paid-for coverage as part of an overall 

disclosure strategy. I investigate this possibility and control for its effects using company-issued guidelines (CIG) 

data from First Call and define a variable Num_mef as the number of management forecasts a company issues for 

any period within each fiscal quarter period. There is no evidence that the number of management earnings forecasts 

is higher after initiating paid-for coverage after matching against a control sample, and controlling for the number of 

management forecasts does not affect the conclusions from Table 6 or Table 7.  
37

 Why clients would buy research from firms with higher potential conflicts of interest is unclear. Taglich clients 

could receive services in addition to research such as business consulting. Taglich research coverage is also less 

pricy than Dutton and payable on a month-by-month basis. Taglich clients also show raw increases (though typically 

much smaller than Dutton) in institutional holdings, sell-side analysts, and liquidity, which they could focus on as 

opposed to adjusting them versus a relevant control sample.  
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analyst research. My empirical analysis shows that firms with greater uncertainty about future 

cash flows, harder to value assets, lower turnover, and lower institutional ownership are more 

likely to purchase analyst coverage. This is consistent with the notion that these firms have the 

most to gain from reducing uncertainty and using an intermediary as a bonding mechanism to 

credibly communicate information but are less likely to attract sell-side coverage because they 

require more effort to follow and brokerage firms cannot justify covering small firms with low 

trading volume.  

I find investor reaction to paid-for reports as measured by two-day CARs is economically 

large and in the direction consistent with intuition and the extant sell-side literature. My results 

also show an increase in institutional investor holding, sell-side analysts, and liquidity following 

after the initiation of paid-for coverage. However, paid-for coverage is not unconditionally 

valuable. The policies of fee-based firms that reduce potential conflicts of interest also play a key 

role. In a supplemental analysis of the two major fee-based firms, the market impact of paid-for 

coverage is strongest from the fee-based firm with policies and procedures that help manage the 

conflict.   

This evidence raises questions for future research and the analyst industry. For 

researchers, this study provokes questions about the effectiveness of various forms of analyst 

research. Regulators view the lack of sell-side analyst research as a major problem yet solutions 

such as paid-for coverage are controversial. Stock exchanges with a high percentage of 

companies with little or no analyst coverage have shown an interest in considering other 

mechanisms. For example, Nasdaq previously explored a joint venture with Reuters called the 

Independent Research Network (IRN).  
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 For the analyst industry, this study raises questions about whether the traditional equity 

research model is the only viable mechanism. Under this structure, about 60% of publicly listed 

firms have no analyst coverage. My results imply that paid-for coverage could be a model by 

which companies can achieve the benefits of analyst coverage despite lacking the characteristics 

to be attractive to sell-side analysts. These findings reinforce the SEC advisory committee’s 

endorsement of paid-for research and are consistent with the notion that paid-for analyst 

coverage can play a valuable role in the capital markets, especially in helping the economic 

development of small- and medium-cap companies.
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Appendix. Detailed sample development 

To form a sample of fee-based research firms and their clients, I first identify ten 

fee-based research firms by searching the Internet and media articles using keywords 

―company-sponsored research,‖ ―paid-for research,‖ and ―issuer-paid research.‖ These ten firms 

include the top five firms in the paid-for research industry (Badruswamy, 2005). I then identify 

clients of and hand-collect past research reports from the fee-based research firms. 

I use a number of methods to capture the most complete list of clients and research 

reports possible. First, I access the fee-based firm’s website to gather a list of current clients and 

historical copies of actual reports for these clients. All fee-based firms’ websites provide a list of 

current clients and their reports. Second, the websites differ in how to access reports of past 

clients. EquityNet Research, Howlett Research, Investrend, Researchstock.com, and SISM 

Research (via Investrend) provide access to these reports directly through organized links within 

the website. Spelman Research Associates, J.M. Dutton Associates, and Cohen Independent 

Research store the historical reports to past clients online. Some of these could be accessed 

directly through links within the website but the most efficient method to access a 

comprehensive series of reports was through a site-specific Advanced Google search for report 

regularities to generate links to these pages (e.g., a certain phrase that always appears on a client 

report page) and altering the URL (Uniform Resource Locator) link to directly access reports 

(e.g., Spelman stored their reports chronologically using sequential numbers at 

http://www.spelmanresearch.com/reports/xxx.pdf, where replacing ―xxx‖ with a number from 1 

to 800+ directly accessed individual reports). Fundamental Research requires a subscription for 

access to this part of the site ($3.95 for a trial month). Taglich Brothers did not have direct or 

indirect access to past clients on its website, except for a few months after the final report.  
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 Third, I use the Internet Archive Wayback Machine (www.archive.org) to access the 

fee-based firms’ websites as if I accessed them at different dates in the past. The Internet Archive 

Wayback Machine collects and stores frequent (often bi-weekly or monthly) snapshots of 

websites across the Internet and their related links. I use this archive to check the completeness 

of the previous data collection and repeatedly access the Taglich Brothers website to back-fill a 

historical archive of reports. 

 I cross-check the final set of the client list and reports against Investext and I/B/E/S to 

verify the completeness of my sample construction. My final sample includes all firms that 

Investext or I/B/E/S attributed to the fee-based firms over my sample period and more. Table A1 

shows that, in the Unrestricted Sample, my sample has 619 fee-based firm/client pairs and 5,292 

reports. Comparatively, the I/B/E/S recommendations file contains 414 fee-based firm/client 

pairs and 1,171 reports. Investext contains 198 fee-based firm/client pairs and 569 reports. The 

union of fee-based firm/client pairs (number of reports) from I/B/E/S and Investext is 457 

(1,348). Table A1 shows a similar relation for the Restricted Sample.  

 Overall, this is the fullest sample possible, representing the clients of the most important 

research firms in the paid-for industry. Accessing the websites at different points in the past and 

verifying the client list with I/B/E/S and Investext help mitigate the possibility of missing clients 

or that the fee-based firms selectively chose ex post what reports to include on their website. 

Despite these efforts, the empirical findings are subject to several caveats. First, this sample is 

not the complete set of research reports by all fee-based research firms between 1999 and 2006. 

As this sample includes the top firms in the fee-based research firm industry and the most 

visible, I expect fee-based research firms that are active over this period but not in my sample to 

be smaller with lower visibility and resources. Thus, these findings might not generalize to this 
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subset of smaller less visible research firms. Second, I cannot explicitly rule out missing clients 

if firms never included the client on their webpage (or the internet archive search was 

incomplete) and no fee-based firm/client pair was reported in I/B/E/S or Investext. To the extent 

that any clients and reports not in the sample are of systematic lower quality than those included 

in the sample, this would bias the empirical findings in favor of finding larger stock market 

reactions and consequences to purchasing paid-for research. 
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Table A1 

Sample collection analysis 
This table shows the number of fee-based firm/client pairs and number of analyst reports from various 

sources over 1999–2006. Website includes the fee-based firm/client pairs and reports collected from the fee-based 

firms’ websites and subsumes the clients and reports in the other categories. I/B/E/S Recommendation File and 

Investext include the fee-based firm/client pairs and number of reports from these databases. I/B/E/S 

Recommendation or Investext is the number of fee-based firm/client pairs identified from the union of the I/B/E/S 

Recommendations file and Investext. The Unrestricted Sample includes all US companies hiring an analyst from 

one of the fee-based research firms. The Restricted Sample imposes two restrictions on the Unrestricted Sample: (1) 

available information to match with the Center for Research in Security Prices/Compustat merged database at the 

initiation of coverage and (2) no sell-side coverage in the four fiscal quarters prior to the initiation of paid-for 

coverage. I/B/E/S is the Institutional Brokers’ Estimate System. 

 

  Unrestricted Sample   Restricted Sample  

 Clients Reports Clients Reports 

 Website 619 5,292 218 2,819  

 

 I/B/E/S Recommendation File 414 1,171 173 459 

 Investext 198 569 71 235 

 I/B/E/S Recommendation or Investext 457 1,348 185 657 
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Table 1 

Sample selection  
The Unrestricted Sample includes all US companies hiring an analyst from one of the fee-based research firms 

listed. The Restricted Sample imposes two restrictions on the Unrestricted Sample: (1) available information to 

match with the Center for Research in Security Prices/Compustat merged database at the initiation of coverage and 

(2) no sell-side coverage in the four fiscal quarters prior to the initiation of paid-for coverage. Panel B and Panel C 

partition the sample by year and exchange listing at the time the client first paid for analyst coverage. In Panel A, the 

619 (218) total clients in the Unrestricted (Restricted) sample refer to the number of unique research firm/client 

pairings. Unique clients refers to the number of unique firms that bought research reports as some clients engaged 

multiple research  firms over the period.    

 

Panel A: Sample firms and number of reports by fee-based research firm 

  

  Unrestricted Sample  Restricted Sample   

     Percent  Percent 

 Research firm Clients Percent Clients (Clients) Reports (Reports) 

 Cohen Independent Research 66 10.7% 27 12.4% 66 2.3% 

 EquityNet Research 14 2.3 2 0.9 3 0.1 

 Fundamental Research 6 1.0 1 0.5 3 0.1 

 Howlett Research 13 2.1 0 0.0 0 0.0 

 Investrend 90 14.5 13 6.0 72 2.6 

 J.M. Dutton Associates 177 28.6 73 33.5 1,797 63.8 

 Researchstock.com 19 3.1 4 1.8 28 1.0 

 SISM Research 13 2.1 0 0.0 0 0.0 

 Spelman Research Associates 53 8.6 10 4.6 69 2.4 

 Taglich Brothers 168 27.1 88 40.3 781 27.7 

 Final sample 619 100.0% 218 100.0% 2,819 100.0% 

 

 Unique clients 551  197 

 

Panel B: Sample firms initiations and coverage by year 
 

  Unrestricted Sample   Restricted Sample  

Year  N Initiated Percent N Covered N Initiated Percent N Covered 

1999 23 3.7 23 3 1.4 3 

2000 72 11.6 91 39 17.9 41 

2001 60 9.7 114 40 18.4 68 

2002 65 10.5 120 26 11.9 67 

2003 82 13.2 151 27 12.4 67 

2004 120 19.4 211 34 15.6 84 

2005 103 16.6 243 28 12.8 85 

2006 94 15.2 234 21 9.6 86 

 619 100.0%  218 100.0% 

 

Panel C: Sample firms by exchange listing 

 
  Unrestricted Sample   Restricted Sample   

Stock exchange N Percent N Percent 

NYSE 7 1.1% 2 0.9%  

Amex 84 13.6 60 27.5  

Nasdaq 201 32.5 156 71.6  

OTC Bulletin Board or Pink Sheets 327 52.8 0 0.0 

 619 100.0% 218 100.0%   
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Table 2 

Descriptive statistics for the fiscal quarter prior to paying for analyst coverage  
The Paid-For Analyst Coverage sample consists of 181 firms that initiated paid-for analyst coverage during 1999–2006 and did not have sell-side coverage. 

Variables in the Paid-For Sample are from the fiscal quarter prior to initiating paid-for analyst coverage for the first time except for Future Financing and M&A 

Activity. All other firms from the Center for Research in Security Prices (CRSP)/Compustat database are assumed to not have paid for analyst coverage during 

that period and are in the Did Not Pay For Analyst Coverage Sample, also conditional on no sell-side coverage. The unit of observation is firm-fiscal quarter. 

This table includes all CRSP/Compustat firms with the necessary data for all variables. Size is the firm’s market value of equity at the end of the fiscal quarter. 

Age is the number of years since first listed on CRSP. Loss is an indicator variable equal to one if the net income before extraordinary items (NIBE) is negative 

and zero otherwise. Std Dev of Returns is the standard deviation of daily returns over the 250 days prior to the fiscal quarter end. High Tech is an indicator 

variable equal to one if the firm is from the following Standard Industrial Classification codes: 2833–2836, 3570–3577, 3600–3674, 3810–3845, 7371–7379, or 

8731–8734 and zero otherwise. RD Intensity is research and development expense divided by total assets in the fiscal quarter. Turnover is the average daily 

number of shares traded divided by common shares outstanding over the 250 days prior to the fiscal quarter end. Spread is the average daily closing ask minus 

closing bid scaled by the midpoint over the 250 days prior to the fiscal quarter end. Prior Returns is the buy-and-hold stock return calculated over the 250 days 

prior to the fiscal quarter end. I require at least 50 days of trading data for Turnover, Spread, Std Dev of Returns, and Prior Returns. Institutional Holdings is the 

percentage of institutional holdings based on the most recent report issued prior to the end of the fiscal quarter. Future Financing is an indicator variable equal to 

one if in the future one hundred days relative to the fiscal quarter end the company issued equity or debt as captured by the Securities Data Company (SDC) 

database and zero otherwise. M&A Activity is an indicator variable equal to one if the firm engaged in mergers or acquisitions in the prior 250 days or future 

one-hundred days relative to the fiscal quarter end as captured by the SDC database and zero otherwise. Book-to-Market is measured as of the end of the fiscal 

quarter. 
***

, 
**

, and 
*
 ( 

#
, 

##
, and 

###
) denote a significant difference in means (medians based on Wilcoxon ranked-sum test) between the samples at the 0.01, 0.05 

and 0.10 levels, respectively. Standard errors are clustered at the firm level.  
 

 

 Paid For Analyst Coverage (N = 181)  Did Not Pay For Analyst Coverage (N = 73,543)  

   Standard   Standard  

Variable Mean Median Deviation  Mean Median Deviation 

Size (millions of dollars)  63.87
***

 37.69
###

 98.11 1,550.01 56.92 9,195.11 

Age (years) 9.07
***

 7.00
###

 7.97 12.74 9.00 11.84  

Loss 0.56
***

 1.00
###

 0.50 0.40 0.00 0.49 

Std Dev of Returns  0.06
***

 0.06
###

 0.03 0.05 0.04 0.04 

High Tech 0.28
***

 0.00
###

 0.45 0.14 0.00 0.38 

RD Intensity (percent) 2.81
***

 0.00
###

 4.96 1.40 0.00 4.03 

Turnover (percent) 0.55 0.32
###

 0.78 0.54 0.21 27.89 

Spread (percent) 4.21 2.90
#
 3.48 4.17 2.78 4.50 

Prior Returns (percent)  20.30 -4.00 96.99 11.67 0.04 83.29 

Institutional Holdings (percent) 9.14
***

 3.45
###

 12.35 19.84 10.64 23.14 

Future Financing 0.02
***

 0.00
#
 0.15 0.05 0.00 0.22 

M&A Activity 0.18 0.00 0.38 0.21 0.00 0.41 

Book-to-Market 0.64
**

 0.46
###

 0.67 0.79 0.66 5.79  
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Table 3 

Discrete-time hazard model analysis of the decision to buy analyst research 
The discrete-time hazard model examines the decision to buy analyst research conditional on not having sell-

side coverage from 1999 to 2006 using all Center for Research in Security Prices/Compustat firms with the 

necessary data. The choice to buy coverage is the ―failure‖ event, where PaidFor is an indicator variable equal to 

zero if the firm does not initiate paid-for coverage during the fiscal quarter. If a firm initiates paid-for coverage 

during the fiscal quarter, PaidFor equals one and the firm is dropped from the sample for the remaining quarters. 

Over that period, 181 firms bought coverage and have the necessary data for the regression model. The unit of 

observation is firm-fiscal quarter. Independent variables (except for Financing and M&A Activity) are measured the 

fiscal quarter prior to the one in which the decision is made to buy analyst research. AMEX and NASDAQ are 

indicator variables equal to one if the firm is listed on the Amex and Nasdaq exchange, respectively, and zero 

otherwise. Duration-interval dummies represent when a firm is at starting from the quarter it entered the sample 

where the interval is defined by quarters. Other variables are defined in Table 2. %STDX is the percentage change in 

odds in the likelihood of paying for analyst research for a standard deviation increase in the independent variable. 

The p-values, in parentheses, are one-way if signed and based on robust standard errors clustered by firm.  

    

 (1) Variable (2) Predicted Sign (3) Z-coefficient (4) %STDX  

 Log Size - -0.18 -30.4%  

   (0.00)   

 Log Age - -0.42 -31.9  

   (0.00)   

 Loss +/- 0.26 13.4  

   (0.12)   

 Std Dev of Returns + 4.43 17.0  

   (0.00) 

 High-Tech + 0.31 12.5 

   (0.04)   

 R&D Intensity (percent) + 0.66 3.4  

   (0.01) 

 Spread (percent) + -9.47 -34.7 

   (0.99) 

 Turnover (percent) - -9.06 -22.3  

   (0.06)   

 Prior Returns (percent) + 0.12 10.7  

   (0.00)   

 Institutional Holdings (percent) - -2.54 -44.4  

   (0.00) 

 Future Financing + 0.26 5.9  

   (0.31)   

 M&A Activity + 0.05 2.0  

   (0.40) 

 Book-to-Market +/- -0.01 -3.5   

   (0.00)     

 AMEX +/- 2.26 133.8  

   (0.00)   

 NASDAQ +/- 1.98 159.0  

   (0.01)   

  

 Year dummies  Yes 

 Duration-interval dummies  Yes   

 Pseudo R
2
  8.4%   

 N  73,724   
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Table 4 

Cumulative abnormal returns (CARs) around the release of a paid-for analyst report 
CAR is the two-day mean cumulative abnormal returns from the day of and the day after [0, +1] the report 

release date. The sample includes reports from the Restricted Sample with available return data over 1999–2006. 

Reports are excluded in which the firm announced earnings within two trading days of the report date or the report 

was issued within two trading days of another report issued for the same firm. Abnormal returns are size-adjusted. 

Panel B includes only the first paid-for report issued. The p-values, in parentheses, are one-way if signed and based 

on robust standard errors clustered by firm. 

 

Panel A: Number of reports issued by recommendation level and change in recommendation 

 
  ΔRecommendation  

 Recommendation Initial  Upgrade Reiterate Downgrade Total    

 Strong Buy 36 51 554 0 641 (32.7%) 

 Buy 128 46 874 33 1,081 (55.2%) 

 Hold 11 4 140 50 205 (10.5%) 

 Sell 0 0 16 16 32 (1.6%) 

   Total 175 101 1,584 99 1,959 (100.0%) 

  (8.9%) (5.2%) (80.7%) (5.2%)   

  

 

Panel B: Abnormal return by initiation recommendation 

 
  All initiations (+) Strong Buy (+) Buy (+) Hold (+/-) Sell (-)   

 CAR 1.68% 2.59% 1.58% -0.12%  —  

  (0.01) (0.04) (0.04) (0.97)  

 N 175 36 128 11  

  

 

Panel C: CARit = β1(Upgradeit) + β2(Reiterationit) + β3(Downgradeit) + β4(Initiationsit) + εit  

   
  UP (+) REIT (+/-) DOWN (-) INIT (+) N  

 CAR 1.25% 0.47% -1.12% 1.68% 1,959 

  (0.04)  (0.02) (0.19) (0.01) 

  

 

Panel D: CAR = β1(Strong Buyit) + β2(Buyit) + β3(Holdit) + β4(Sellit) + εit 

 
  Strong Buy (+) Buy (+) Hold (+/-) Sell (-) N  

 CAR 1.06% 0.54% -1.06% -0.18% 1,959 

   (0.00) (0.02) (0.08) (0.46)  
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Table 5 

Paid-for and matched control firm descriptive statistics in the quarter prior to buying coverage 
This table show the descriptive statistics for the firms buying coverage (Paid-For) and the matched control firms 

not buying coverage (Non-Paid-For Control) in the quarter prior to the quarter the Paid-For firm bought coverage, 

conditional on both firms not having sell-side coverage. Non-Paid-For Control firms were matched on a one-to-one 

basis with the Paid-For firms using nearest-neighbor matching in the prior quarter relative to the quarter the Paid-For 

firm bought coverage. Variables are defined in Table 2. Colum 4 presents matched-pair p-values. Hotelling’s T
2
 is 

the multivariate equivalent of the two-sanple t test and tests whether the vector of means differs between the two 

groups. 

 
  Paid-For   Non-Paid-For Control  

(1) Variable  (2) Mean (3) Mean (4) p  
 

Characteristic variables  
Log Size 3.54 3.47 0.52   

Log Age 2.00 2.00 0.98  

Loss 0.51 0.49 0.62   

Std Dev of Returns 0.06 0.06 0.05 

High Tech 0.27 0.33 0.23 

RD Intensity (percent) 2.87 2.59 0.65  

Spread (percent) 4.31 4.14 0.68 

Turnover (percent) 0.56 0.52 0.69  

Prior Returns (percent) 25.35 4.96 0.02    

Institutional Holdings (percent) 9.52 9.37 0.89 

Future Financing 0.02 0.04 0.32   

M&A Activity 0.19 0.20 0.87  

Book-to-Market 0.70  0.98 0.12  
 

Stock exchange 
NYSE 1.37%  1.37% 1.00   

AMEX 21.92 23.97 0.66    

NASDAQ 76.71 74.66 0.66   
 

N 146 146 

Hotelling’s T
2
    0.67 
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Table 6 

Changes in institutional holding, sell-side analysts, and liquidity after the initiation of paid-for analyst coverage 
The sample consists of 146 firms that bought analyst research during 1999–2006, have non-missing data for quarters –4 to +3 relative to the fiscal quarter the 

analyst is hired in, and were successfully matched using nearest-neighbor propensity score matching (Table 5). Before buying analyst coverage is the mean level 

of the variable per fiscal quarter for the period quarter –4 to quarter –1. After buying analyst coverage is the mean level of the variable per fiscal quarter for the 

period quarter 0 to quarter +3. Institutional Holdings (number) and Institutional Holdings (percent) are the number and percentage of institutional holdings based 

on the most recent report issued prior to the end of the fiscal quarter. Number of SS Analysts is the number of unique sell-side analysts issuing an earnings 

forecast for any horizon in the fiscal quarter. I assume that analyst coverage, institutional holdings and institutional percentage of ownership are zero for any 

period when the company is listed on an exchange but no data are available on analyst coverage and institutional holdings. Spread is the average daily closing ask 

minus closing bid scaled by midpoint over the fiscal quarter. Turnover is the average daily number of shares trades divided by common shares outstanding over 

the fiscal quarter. I require at least 15 days of trading data for Spread and Turnover. Column 7, Diff-in-Diff, is the difference between before and after buying 

analyst coverage after the mean level of the quarterly variables have been adjusted relative to a control firm matched by calendar quarter and propensity score. 

The p-values are one-way if signed and based on robust standard errors clustered by firm. 

  

 (2) Predicted (3) Before buying (4) After buying  (6) p-value  (8) p-value 

(1) Characteristic sign analyst coverage analyst coverage (5) Difference (Difference) (7) Diff-in-Diff (Diff-in-Diff) 

 

Institutional Holdings (number) + 10.23 13.19 2.96 0.00 2.52 0.00 

 

Institutional Holdings (percent) + 8.96% 10.72% 1.76% 0.00 1.54% 0.03 

 

Number of SS Analysts  + 0.00 0.13 0.13 0.00 0.06 0.05 

 

Spread (percent) - 4.55% 3.45% -1.10% 0.00 -0.97% 0.00 

 

Turnover (percent) + 0.55% 0.65% 0.10% 0.26 0.31% 0.04 
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Table 7  

Examining the two major fee-based firms 
This table partitions the sample into the two fee-based firms subsamples (Dutton and Taglich Brothers) and 

replicates the analyses in Tables 4 and 6. Section 7 provides evidence that Dutton has policies and business 

operations that reduce potential conflicts of interest relative to Taglich. Panels A and B replicate Table 4 and show 

the mean cumulative abnormal returns (CARs) from the day of and the day after [0, +1] the report release date. 

Abnormal returns are size-adjusted. ―Buy‖ includes Strong Buy and Buy recommendations. ―Sell‖ includes Hold and 

Sell recommendations. Panel C replicates Table 6 and shows the change in the mean level of the variables per fiscal 

quarter for the quarters [–4, –1] (before coverage) to quarters [0, +3] (after coverage). The sample consists of 113 

firms that bought analyst research during 1999–2006 (42 hired Dutton and 71 hired Taglich) and have non-missing 

data for quarters –4 to +3 relative to the fiscal quarter the analyst is hired in. Before buying analyst coverage is the 

mean level of the variable per fiscal quarter for the period quarter –4 to quarter –1. After buying analyst coverage is 

the mean level of the variable per fiscal quarter for the period quarter 0 to quarter +3. Diff-in-Diff is the difference 

between before and after buying analyst coverage after the mean level of the quarterly variables have been adjusted 

relative to a control firm matched by calendar quarter and propensity score.  
 

Panel A: Number of reports issued by recommendation level and change in recommendation 
  ΔRecommendation  

 Recommendation Initial  Upgrade Reiterate Downgrade Total    

Taglich 

Strong Buy 4 15 72 0 92 (15.3%) 

Buy 50 24 323 10 407 (67.5%) 

Hold 6 3 54 21 84 (13.9%) 

Sell 0 0 9 11 20 (3.3%) 

  Total 60 42 459 42 603 (100.0%) 

  (10.0%) (7.0%) (76.0%) (7.0%)   
 

Dutton 
Strong Buy 24 35 455 0 514 (43.0%) 

Buy 41 20 486 21 568 (47.6%) 

Hold 3 1 74 25 103 (8.6%) 

Sell 0 0 6 3 9 (0.8%) 

  Total 68 56 1,021 49 1,194 (100.0%) 

  (5.7%) (4.7%) (85.4%) (4.2%)   
  

Panel B: Abnormal returns around the release of a paid-for analyst report 
   N  N 

 Predicted sign Dutton (Dutton) Taglich (Taglich) Difference    

All initiations + 3.18% 68 0.16% 60  2.66%    

  (0.01)  (0.44)  (0.06)   

―Buy‖ initiations + 3.48% 65 0.64% 54  2.84%    

  (0.01)  (0.29)  (0.06)   

―Sell‖ initiations - -3.46% 3 -4.10% 6 0.66% 

  (0.29)  (0.01)  (0.55) 
 

Upgrade + 2.41% 56 -0.81% 42 3.22% 

  (0.01)  (0.86)  (0.01) 

Reiteration +/- 0.56% 1,021 -0.16% 459 0.72% 

  (0.01)  (0.88)  (0.07) 

Downgrade - -1.26% 49 -0.58% 42 -0.67% 

  (0.30)  (0.24)  (0.40) 
 

―Buy‖ + 0.90% 1,082 -0.06% 499 0.96% 

  (0.00)  (0.58)  (0.01) 

―Sell‖ - -1.02% 112 -0.90% 104 -0.12% 

  (0.14)  (0.08)  (0.46)   
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Panel C: Changes in institutional holding, analyst following, and liquidity after the initiation of paid-for analyst coverage 
 

 (2) Predicted    (6) p  (8) p  

(1) Characteristic sign (3) Before (4) After (5) Diff (Diff) (7) Diff-in-Diff (Diff-in-Diff)  

 

Institutional Holdings (number)  

Dutton (N = 42 firms) + 13.70 20.10 6.40 0.00 6.74 0.00 

Taglich (N = 71 firms) + 7.20 8.50 1.30 0.02 0.58 0.31 

Dutton - Taglich +   5.10 0.00 6.16 0.00 

 

Institutional Holdings (percent)  

Dutton (N = 42 firms) + 11.89% 15.72% 3.83% 0.00 4.07% 0.00 

Taglich (N = 71 firms) + 5.57% 6.57% 1.00% 0.04 0.66% 0.25 

Dutton - Taglich +   2.83% 0.02 3.41% 0.02 

 

Number of SS Analysts  

Dutton (N = 42 firms) + 0.00 0.17 0.17 0.01 0.11 0.07 

Taglich (N = 71 firms) + 0.00 0.07 0.07 0.00 -0.02 0.69 

Dutton - Taglich +   0.10 0.10 0.13 0.06 

 

Spread (percent)  

Dutton (N = 42 firms) - 2.49% 1.53% -0.96% 0.00 -0.67% 0.01 

Taglich (N = 71 firms) - 5.93% 4.83% -1.10% 0.00 -1.45% 0.01 

Dutton - Taglich -   0.14% 0.61 0.78% 0.88 

 

Turnover (percent)  

Dutton (N = 42 firms) + 0.44% 0.58% 0.14% 0.10 0.37% 0.10 

Taglich (N = 71 firms) + 0.53% 0.69% 0.16% 0.30 0.29% 0.20 

Dutton - Taglich +   -0.02% 0.53 0.08% 0.43 
 

 


