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Dissertation Abstr act

My dissertation focuses on the role played by incentives facing financial intermediaries, and the
impact they have on asset prices.

My job market paper looks at portfolio selection by mutual fund managers. A risk-averse
manager dislikes volatility of income, which is directly related to the volatility of capital flows
into the fund she manages. So the manager is averse to holding stocks that make investors alter
their investment in the fund more often based on changes in its performance. As a result, these
stocks earn a premium in the cross-section.

The second chapter looks at incentives facing sell-side analysts. Analysts who release extreme
forecasts are shown to possess superior information, but the market does not vaue their
dissidence adequately. So following analysts who release such ‘dissident’ forecasts can lead to
high portfolio abnormal returns.

|. Equity Returns and the Fund Flow Sensitivity Premium [Job Market Paper]

Fund managers are compensated on the basis of assets under management. Assets, in turn, are
determined by the investor’s decision to invest more or withdraw capital depending on the fund’s
past performance. The question that this paper addresses is. what happens if investors ater their
investment in the fund more often based on changes in performance, if its manager holds certain
assets? For example, suppose there are two stocks A & B, and the fund manager knows that they
have identical expected cash flow distributions. But she also knows that investors are very
sensitive to the performance of funds that hold stocks like A, but not those that hold stocks like
B. So if she invests in stock A and it performs badly, then investors will withdraw a lot of
capital, but had she invested in B instead, the investors would have left their capital unchanged
even if B had performed just as badly. Then investing in B insulates the manager from volatility
of capital flows, and hence, volatility of future income. Consequently she would be willing to
pay ahigher price for B as compared to A.

In this paper | first identify those stocks that managers think will make investors sensitive to
performance. | assume that in order to identify the sensitivity of a particular stock, a fund
manager looks at the subset of funds that held the stock in the recent past, and tries to assess
whether and how much the flows for these funds responded to changes in performance.
Following this logic, | run a panel regression for each stock, using data only for the subset of
funds that had held the stock in the last 16 quarters. In the panel, | regress the flow of capital into
funds on market-adjusted returns and flows in the last 4 quarters, and control for time fixed
effects. A measure of the joint significance of performance variables obtained from the panel for
aparticular stock isthen used as its sensitivity metric. | a'so show results for a measure based on
the magnitudes of regression coefficients from these panels later on.
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Next, | present evidence that mutual fund managers do indeed dislike holding stocks that |
identify as more sensitive, even after controlling for various stock characteristics known to affect
fund holdings. | show that the sensitive stocks tend to be issued by smaller companies, and that
they have lower coverage by analysts even after adjusting for size. This suggests that investors
are sensitive to performance when funds hold stocks that are hard to get independent valuations
for.

Finally, | look at the cross-sectional asset pricing implications. | form quintile portfolios by
sorting stocks based on sensitivity, and show that the long-short portfolio that holds the top 20%
stocks by sensitivity and sells short the bottom 20% earns 6-7% per year after adjusting for
various previously documented risk factors. This is evidence that sensitive stocks earn a
premium over the insensitive ones, validating my asset pricing hypothesis. | further buttress my
clam that the premium arises due to the aversion of fund managers to hold these stocks by
showing that such a premium was absent in the 1980s, when the fund sector was too small to
price the cross-section of US equities. | also perform a series of robustness checks and show that
the results survive various aternative explanations. | argue that this shows that the delegation of
fund management can lead to a notion of risk different from those in traditional factor or
characteristic-based models.

II. The Information Content of Analyst Dissidence

This paper looks at ‘dissident’ forecasts released by equity analysts. | determine dissident
forecasts by constructing a novel index measure based on the distance of an anayst's EPS
forecast from the prevailing consensus. Next, | empirically test and confirm the hypothesis that
analysts who release extreme forecasts possess superior information not fully recognized by the
market. | do this by forming calendar-time value-weighted portfolios that are long in stocks for
which some analysts are much more positive than the rest, and short those where some are far
more negative. | show that such a portfolio earned abnormal returns of around 8-10% a year
between 1986 and 2005.

| then provide evidence that this information advantage disappears post Regulation FD,
suggesting that the source of advantage outlined in this strategy was probably private
information, rather than superior analyst ability in assessing public data. Finally, | relate this
phenomenon to the issue of limited investor attention by showing that investors do seem to
appreciate the incremental information content of bold forecasts, but find it difficult to process
such information when the processing requirement is more demanding. As a result, portfolio
profits based on the dissidence strategy are insignificant and small in the sample of stocks
followed by few analysts - where investors can easily notice the outliers- as compared to the
large significant profits obtainable in the sample of stocks covered by many analysts.



