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ABSTRACT

We document positive (negative) abnormal returns and volume associated with long
(short) recommendations published in The Wall Street Journal’s Smart Money Stock
Screen. Even though the recommendations are free, long positions have a cumulative
abnormal return of 1.17% and the short recommendations have a cumulative abnormal
return of -5.85% return. Our results are consistent with previous research, regarding the
initial price reaction to a daily news event. Unlike most previous research, our results
indicate a more permanent price change.
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l. INTRODUCTION

A recent addition to The Wall Street Journal (The WSJ) is a weekly feature Smart
Money Stock Screen (SMSS). SMSS recommends a small number of positions,
averaging 8.2 positions per week. We find firms recommended, demonstrate significant
appropriate returns (given long or short recommendation), and significant volume
increases. These results are consistent with previous research findings studying other
recurring WSJ recommendations, analysts’ recommendations, expanded definitions of
market efficiency (Grossman and Stiglitz (1980)) and more recently, televised
recommendations (Engelberg, Sasseville and Williams (2006)).

Most studies find price changes associated with WSJ have variable reverting
tendencies in the test period®. The information sources are WSJ articles “Heard on the
Street” or “Dartboard.” More recently, the CNBC popular show “Mad Money,”
Engelberg, Sasseville and Williams (2006), find price reactions and reversals within 12
trading days of the show's stock recommendations. The exception is Beneish (1991),
who finds price changes associated with WSJ’s “Heard on the Street” not fully reversed.
Our results indicate that SMSS information around the publication process is associated
with price changes and does not reverse. An interesting aspect of the SMSS is that the
screens constantly change, effectively adopting a new style. Given the changing styles
of SMSS, we evaluate the value of the recommendation rather than a particular
screening procedure. A somewhat circular argument is that investment advisory
services, such as Value Line, must provide value or else they would cease to exist -
therefore information provided by such services must have value and the market
response to their information is the evidence of that value. The information of SMSS is
essentially free with little possibility of threatening the existence of The WSJ (though it
may have personal implications for the journalists). Our results indicate that the
recommendations are associated with significant price and volume changes. Unlike
other studies, we do not find prices reversing during the test period.

Section Il is a brief literature review. Section Il describes the data and
methodology. Section IV analyzes the results. Section V concludes the paper.

1. LITERATURE REVIEW

Lloyd-Davies and Canes (1978) and Beneish (1991) find information in The WSJ
“Heard on the Street” (HOTS) find significant market reactions around publication.
Liu, Smith, and Syed (1990) find the HOTS column associated with higher volumes
and significant price changes. Barber and Loeffler (1993) and Liang (1999) study the
recommendation effect from the “Dartboard” column in The WSJ. In this column,
analysts recommend one stock each and compare these picks to a random portfolio
generated by throwing darts. The analysts’ recommendations do show positive and
significant returns around their announcement. Again, most studies show price
adjustments after the information effect.

One of the most studied information effects in finance is Value Line information.
Likely inspired by Fischer Black in 1973, some of the most prominent finance journals
have published multiple papers on the Value Line effect’. Given the potential
implications to market efficiency, this is not surprising. In short, Value Line does
appear to provide priced information to the market, but the debate of the tradability of
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these recommendations and the overall Value Line implications to market efficiency
continues.

Numerous studies provide evidence that markets respond to information
provided by investment advisory services’. Millon and Thakor (1985) and Stickel
(1986) offer frameworks where investment advisors can exist even when based on
public information. Womak (1996) analyzes brokerage recommendations as reported in
First Call, and finds information returns are significant and prices reflect an immediate
recommendation announcement effect and that is sustained subsequent months. These
results support the Grossman and Stiglitz (1980) expanded definition of market
efficiency.’

1. DATA AND METHODOLOGY

The WSJ publishes a weekly column, SMSS, providing investors a selective list of
stock positions. These positions meet SMSS criteria based on changing, weekly topical
selections.” Topic examples are “bargain growth stocks”, “future stars”, “safe stocks”,
“insider buying”, “casual dining,” and “unheard of stocks.”® The position
recommendations repeatedly disclaim the recommendations as research starting points
and the responsibility of due diligence falls to the investor.

The typical timelines the WSJ follows in creating the SMSS as follows: a
selection of stock screen topics presented to the WSJ on Monday. By the end of
Monday, screening begins on the chosen topic. Writing is complete by Wednesday and
WSJ7puinshes the print version on Thursday. The online publication posts Thursday 12
AM.

The SMSS themselves possibly provide investors with valuable financial
information, reducing the number of potential positions. For example, the ten stocks
listed in the article SM “Unheard-of Stocks” dated on December 22, 2005, successfully
passed the following screens:®

....analyst coverage by fewer than four analysts, but more than two,
debt/capital ratios below 0.5, trailing 12-month sales of at least $100
million and average daily trading volume of 100,000 shares or more.
Current-year earnings forecasts for each company must have increased
within the past four weeks, and reported earnings must have topped
estimates, on average, over each of the past four quarters. Finally,
price/earnings-to-growth, or PEG, ratios must be below 1.5.°

As noted in the literature review, several researchers find a variety of published
stock recommendations, investment newsletters, and surveys, often at negligible costs,
associated with significant market changes. Our similar purpose is to analyze the
usefulness of the SMSS selections.

We construct our sample using SMSS’s for the 2005 calendar year and the initial
sample is 395 long and 24 short positions distributed across 51 event dates. Typically,
each event date averages 8.2 recommendations.® Our source for stock return and
volume data is the Center for Research in Security Prices (CRSP) research data file. As
we use standard event study methodology, we require each observation a minimum of
50 days of returns and no more than two missing returns over the event period™. The
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event period is 250 days and the estimation period is 46 days prior to the event period.
The final sample for contains 361 long positions and 15 short positions.

We investigate the daily and cumulative abnormal returns for several event
windows, where the publication date in The WSJ is “Day 0.”** Longer event windows
provide insight into investor reaction to SMSS. If the SMSS is valuable we expect
abnormally high volume, positive abnormal returns for long recommendations and
abnormally high volume, negative returns for short recommendations.

We estimate the mean cumulative abnormal returns using the equality-weighted
market model. The sample contains a mix of NYSE and NASDAQ stocks. While our
sample construction provides some control for thinly traded securities, and infrequently
traded securities, we must acknowledge the control is not complete and varying return
variances are potential sources of model misspecification. We report the Patell z
statistic and the standardized cross-section z statistics, but because this potential model
misspecification we also report the cross-section t-statistic and the rank z-statistic
(Cowan and Sergeant (1996)).

We test the null hypotheses that the abnormal stock return is greater (less) than
zero for the long (short) positions. Additionally, we report the generalized sign z-
statistic to test the null hypothesis that the proportion of positive (negative) abnormal
returns is greater than negative (positive) abnormal returns.

We follow the same event study methodology with trading volume for both log-
transformed data and non-transformed data. The results are similar so we report the
results based on the log-transformed data (Campbell & Wasley (1996), Cowan (2005)).
We use the rank test to test the null hypotheses that the relative volume is equal to zero
and the generalized sign z-statistic to test the percentage of positive relative trading
volume is equal to the percentage of negative relative trading volume.

V. EMPIRICAL RESULTS

The long positions highlight the daily abnormal returns over the window spanning
thirty days prior and post article publication. We present our results in Table 1 and
graphically in Figure 1. Our interest in individual daily returns stems from any
associations with the publication process and the midnight release of the article online.
We find thirteen days with significantly abnormal returns.*® We hesitate to attach a root
cause to the outlying individual days. However, two of these days are important relative
to the publication production. Day -5 (0.22% return) is associated with the beginning of
the publication process. Day -1 (0.17% return) is associated with the publication date.**

In Table 1, we report cumulative abnormal returns for windows of varying size.
The windows of particular interest are those including the days prior to article
publication that coincides with the SMSS’s production lead-time. For the window (-5,
+30), we report significant positive cumulative abnormal returns of 1.17% and the
generalized sign z-statistic confirms that the number of positive abnormal returns is
significantly greater than negative abnormal returns. Two probable explanations for this
price behavior are: 1) information leakage in the SMSS’s production process; and/or 2)
investors running the same or similar screens find the same firms. Finally, we note that
while the statistical significance mixed, in all cases we find the expected, positive, sign.
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Figure 1
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Table 1
Long position cumulative abnormal returns
event cumulative  Patell z t- z- % generalized
window abnormal statistic  statistic positive sign
return z-statistic

(-1,2) 0.25% 1.388* 1.243 1.426* 51% 1.110

(-5,5) 0.45% 1.418* 1.121 1.385* 54% 2.374%**
(0,30) 0.71% 1.203 0.985 1.209 55% 2.479***
(-1,30) 0.88% 1.393* 1.166 1.361* 54% 2.269**
(-5,30) 1.17% 1.899**  1.466* 1.860** 55% 2.795%**
(-10,30) 1.12% 1.690** 1.272 1.636* 53% 2.058**
(-30,30) 0.53% 0.932 0.502 0.937 55% 2.585***

***x ** and * indicate significance at the 1%, 5%, and 10% level

The short positions highlight the daily abnormal returns over the window
spanning thirty days prior and post article publication. We present our results in Table 2
and graphically in Figure 2. Again, we examine individual daily returns for associations
with the publication date and process. In our event window (Day -30, Day +30), we
find eleven days with statistically significant abnormal returns.® As with the long
positions we find a statically significant abnormal return (-1.79%), associated with the

beginning of the SMSS production process.



170 Habegger and Pace

Figure 2

Daily and Cumlative Abnormal Return for Smart Money Stock Selections
for Short Positions (n=15) for 2005
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In Table 2, we detail the cumulative abnormal returns for the short positions. For
the windows that include day -5, all yield statistically significant negative cumulative
abnormal returns. For the window (-5, +30), the cumulative abnormal return is -5.85%.
Accordingly, negative abnormal returns are significantly greater than positive abnormal
returns. As with the long positions, the statistical evidence is mixed, we find the
expected negative returns.

Table 2
Short position cumulative abnormal return
event cumulative  Patellz  t-statistic  z-statistic % generalized
window abnormal positive sign
return z-statistic
(-1,2) -0.97% -1.181 -0.762 -1.042 40% -0.620
(-5,5) -4.68% -2.231**  -1.647** -1.816** 53% 0.414
(0,30) -1.43% -0.656 -0.653 -0.852 40% -0.620
(-1,30) -2.13% -0.852 -0.873 -1.109 33% -1.137
(-5,30) -5.85% -1.428*  -2.285** -1.990** 27% -1.653**
(-10,30) -6.33% -1.594*  -2.354%** .2 (Q72** 33% -1.137
(-30,30) -7.18% -1.533*  -2.158** -2.020** 40% -0.620

***x *x and * statistical significance at the 1%, 5%, and 10% level of significance.
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We find day -5 has significant positive relative volume of 2.21% for long
positions. This coincides with the positive return on day -5. Furthermore, we find
1.72% relative volume on day 0 and -5.93% relative volume for day +7. Day +26 is the
only other day following publication that has significant negative relative volume (-
5.16%).

In Table 3, we list the mean cumulative relative volume. The window directly
surrounding the publication date (-1, +1) shows positive relative trading volume.
However, when considering the other windows, the relative trading volume is negative.
This suggests there is only brief reaction directly on and around the trading date. The
significant generalized sign z-statistics indicate that the tendency for the proportion of
negative trading volume to dominate the proportion of positive trading volume.

Table 3
Cumulative abnormal relative volume for long positions
event cumulative rank test % positive  generalized
window abnormal sign
relative z-statistic
volume
(-1,2) 0.07% 2.725%** 45% 1.940*
(-5,5) -17.55% 0.431 46% 2.371**
(0,30) -55.87% -1.137 43% 1.401
(-1,30) -55.74% -0.859 43% 1.293
(-5,30) -61.31% -0.865 44% 1.724*
(-10,30) -64.60% -0.451 43% 2.155*
(-30,30) -114.45% -2.393** 45% 2.155*

*x% %% and * statistical significance at the 1%, 5%, and 10% level of significance.

Table 4
Cumulative abnormal relative volume for short positions
event cumulative rank test % positive generalized
window abnormal sign
relative z-statistic
volume
(-1,1) 21.59% 2.049** 47% 1.054
(-5,5) 10.59% 2.123** 40% 0.508
(0,30) -66.77% 2.310** 60% 2.145**
(-1,30) -53.73% 2.350** 47% 1.054
(-5,30) -38.90% 2.758*** 47% 1.054
(-10,30) -66.12% 2.089** 47% 1.054
(-30,30) -233.52% 0.459 40% 0.508

**k % and * statistical significance at the 1%, 5%, and 10% level of significance.
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All but one event window, for the mean cumulative relative volume for the short
positions in Table 4, are statistically significant and negative. For the shortest windows
(-1, +1) and (-5, +5) encompassing the publication date, the cumulative relative trading
volume is positive. This is consistent with initial expectations.

On a cumulative basis, we find positive relative trading volume for (-1, +1) for
long positions and (-5, +5) for short positions. These results are consistent with Liu,
Smith, and Syed (1990), who find significantly greater trading volume in their three-
day window (-2, 0).

Are findings are different from prior studies as are price changes appear
permanent and do not reverse. Are results are consistent with Womack (1996) and
Beneish (1991) and support the Grossman and Stiglitz expanded definition of market
efficiency.

To summarize the findings, the results for returns and trading volume are
consistent prior to publications. On days -5 and -1 (for long positions) and day -5 (for
short positions), we find significant abnormal positive and negative returns
respectively. Likewise, we find significant positive relative trading volume on days -5
and 0 (for long positions) and day -5 (for short positions). Given the author’s
communication with the WSJ and his lead-time, this suggests that the market is reacting
to the leakage of the information prior to its publication.

V. CONCLUSIONS

We document positive (negative) abnormal returns and volume associated with long
(short) recommendations published in WSJ’s SMSS. In all event windows, we find
expected signs associated with the recommendations. Interestingly, cumulative returns
for the short positions are large (up to -7.18%) relative to the long positions (up to
1.17%).

We find evidence that either information leaks during the publication production
process or investors are anticipating price movements by using similar screens. Unlike
most previous research, our results indicate a persistent price change during the test
period. We conclude, while based on free information, any processing and
interpretation of that information by a highly disseminated news source is associated
with price movements, particularly when the recommendation is a short position.

ENDNOTES

1. Lloyd-Davies and Canes (1978), Liu, Smith and Syed (1990), Barber and Loeffler
(1993), Liang, (1999).

2. While not an exhaustive list: The Journal of Finance Economics, Affleck-Graves
and Mendenhall (1992), Copeland and Mayers (1982), Stickel (1985); The Journal
of Finance, Holloway (1981), Gregory (1983) Graham (1999); Journal of
Financial and Quantitative Analysis, Peterson (1987 and 1995) Choi (2000); The
Journal of Business, Huberman and Kandel (1987 and 1990) Hausman (1969)
Shelton (1967) Broughton and Chance (1993). There is debate concerning the
tradability of the immediate recommendation effect.

3. Grier and Katz (1976), Griffin and Sanvicente (1982), Holthausen and Leftwich
(1986), Ingram, Brooks, and Copeland (1983).
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4. Given the costs of gathering and analyzing financial data, market prices cannot
reflect all available information, or else there would be no incentive to incur those
costs.

Since inception, the column’s reporter is Jack Hogue.

A complete list of types of stocks is available upon request.

Email communiqué with Mr. Hough, Wednesday, July 12, 2006.

The ten companies are Bright Horizons Family Solutions, Comtech

Telecommunications, Genesco, Lightbridge, Oshkosh Trucking, Pediax Medical

Group, Res-Care, Stage Stores, Stein Mart, and Toro.

9. Hough, WSJ. pp. D2, 22 December 2005.

10. The first complete calendar year the SMSS articles appear in the WSJ is 2005.

11. We use Eventus® software.

12. If the publication date falls on a non-trading day, we use the next available trading
day.

13. The days (returns) statistically significant are -28 (-0.13%), -24 (-0.13%), -23 (-
0.29%), -20 (0.23%), -6 (-0.09%), -5 (0.22%), -1(0.17%), +7 (0.20%), +16 (-
0.29%), +17 (0.27%), +19 (0.15%), +22 (0.15%), and +24 (0.23%).

14. We are using closing prices, so the return of Day -1 is typically the Wednesday
closing price to the Thursday closing price. Recall that the online publication is the
midnight between Wednesday and Thursday. Because we do not observe a Day 0
significant return, the stock price likely prices the information in the pre-market
and intraday Day 0.

15. The days (returns) statistically significant are -30 (0.49%), -28 (0.75%), -27 (-
0.65%), -15 (-0.54%), -9 (0.50%), -5 (-1.79%), -4 (-0.78%), +6 (-0.74%), +22
(0.71%), +24 (-0.58%), +27 (-0.52%).

ONo O

REFERENCES

Affleck-Graves, John, and Mendenhall, Richard R., 1992, “The Relation between the
Value Line Enigma and Post-Earnings-Announcement Drift,” Journal of Financial
Economics, 31(1), 75-97.

Barber, Brad M., and Loeffler, Douglas, 1993, “The "Dartboard" Column: Second-
Hand Information and Price Pressure,” The Journal of Financial and Quantitative
Analysis, 28(2), 273-284.

Beneish, Messod, 1991, “Stock Prices and the Dissemination of Analysts'
Recommendation,” The Journal of Business, 64(3), 393-416.

Broughton, John B., and Chance, Don M., 1993, “The Value Line Enigma Extended:
An Examination of the Performance of Option Recommendations,” The Journal of
Business, 66(4), 541-570.

Campbell, Cynthia, and Wasley, Charles, 1996, “Measuring Abnormal Daily Trading
Volume for Samples of NYSE/ASE and NASDAQ Securities Using Parametric
and Nonparametric Test Statistics,” Review of Quantitative Finance and
Accounting, 6(3), 309-326.

Choi, James J., 2000, “The Value Line Enigma: The Sum of Known Parts?” The
Journal of Financial and Quantitative Analysis, 35(3), 485-498.

Copeland, Thomas E., and Mayers, David, 1982, “The Value Line Enigma (1965-
1978): A Case Study of Performance Evaluation Issues,” Journal of Financial



174 Habegger and Pace

Economics, 10(3), 289-322.

Cowan, Arnold R., 2005, Eventus Software, version 8. Cowan Research LC, Ames,
lowa.

Cowan, Arnold R., 2005, Eventus 8.0 User’s Guide. Cowan Research LC, Ames, lowa.

Cowan, Arnold R. and Sergeant, Anne M.A., 1995, “Trading Frequency and Event
Study Test Specification: Empirical Evidence,” Journal of Banking and Finance
20, 1731-1757.

Engelberg, Joseph, Sasseville, Caroline, and Williams, Jared, 2006, "Is the Market
Mad? Evidence from Mad Money," SSRN: http://ssrn.com/abstract=870498.

Graham, John R., 1999, “Herding Among Investment Newsletters: Theory and
Evidence,” The Journal of Finance, 54(1), 237-269.

Gregory, N. A., 1983, “Testing an Aggressive Investment Strategy Using Value Line
Ranks: A Comment/Comment/Reply,” The Journal of Finance, 38(1), 257-270.
Grier, Paul and Katz, Steven, 1976, “The Differential Effects of Bond Rating Changes
Among Industrial and Public Utility Bonds by Maturity,” The Journal of Business,

49(2), 226-240.

Griffin, Paul A., and Sanvicente, Antonio, 1982, “Common Stock Returns and Rating
Changes: A Methodological Comparison,” The Journal of Finance, 37(1), 103-
120.

Grossman, Sanford J., and Stiglitz, Joseph E., 1980, “On the Impossibility of
Informationally Efficient Markets,” The American Economic Review, 70(3), 393-
409.

Hausman, Warren H., 1969, “A Note on "The Value Line Contest: A Test of the
Predictability of Stock-Price Changes," The Journal of Business, 42(3), 317-321.

Holthausen, Robert W., and Leftwich, Richard W., 1986, “The Effect of Bond Rating
Changes on Common Stock Prices,” Journal of Financial Economics, 17(1), 57-
90.

Holloway, Clark, 1981, “A Note on Testing an Aggressive Investment Strategy Using
Value Line Ranks,” The Journal of Finance, 36(3), 711-720.

Hough, Jack, personal communication, July 12, 2006.

Huberman, Gur, and Kandel, Shmuel, 1987, “Value Line Rank and Firm Size,” The
Journal of Business, 60(4), 577-590.

Huberman, Gur, and Kandel, Shmuel, 1990, “Market Efficiency and Value Line's
Record,” The Journal of Business, 63(2), 187-217.

Ingram, Robert W., Brooks, Leroy D., and Copeland, Ronald M., 1983, “The
Information Content of Municipal Bond Rating Changes: A Note,” The Journal of
Finance, 38(3), 997-1004.

Liang, Bing, 1999, “Price Pressure: Evidence from the Dartboard Column,” Journal of
Business, 72(1), 119-134.

Liu, Pu, Smith, Stanley D, and Syed, Azmat A., 1990, “Stock Price Reactions to the
Wall Street Journal's Securities Recommendations,” The Journal of Financial and
Quantitative Analysis, Vol. 25, No. 3, pp. 399-410.

Lloyd-Davies, Peter, and Canes, Michael, 1978, “Stock Prices and the Publication of
Second-Hand Information,” The Journal of Business, 51(1), 43-56.

Millon, Marcia H., and Thakor, Anjan V., 1985, “Moral Hazard and Information
Sharing: A Model of Financial Information Gathering Agencies,” The Journal of
Finance, 40(5), 1403-1423.


http://ssrn.com/abstract=870498

INTERNATIONAL JOURNAL OF BUSINESS, 13(2), 2008 175

Peterson, David R., 1995, “The Informative Role of the Value Line Investment Survey:
Evidence from Stock Highlights,” The Journal of Financial and Quantitative
Analysis, 30(4), 607-618.

Peterson, David R., 1987, “Security Price Reactions to Initial Reviews of Common
Stock by the Value Line Investment Survey,” The Journal of Financial and
Quantitative Analysis, 22(4), 483-494.

Shelton, John P., 1967, “The Value Line Contest: A Test of Predictability of Stock-
Price Changes,” The Journal of Business, 40(3), 251-269.

Stickel, Scott E., 1986, “The Effect of Preferred Stock Rating Changes on Preferred and
Common Stock Prices,” Journal of Accounting & Economics, 8(3), 197-216.

Stickel, Scott E., 1985, “The Effect of Value Line Investment Survey Rank Changes on
Common Stock Prices,” Journal of Financial Economics, 14 (1), 121-144.

Womack, Kent L., 1996, “Do Brokerage Analysts’ Recommendations Have Investment
Value?” The Journal of Finance, 51 (1), 137-167.



