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Professional Nature of Information, Investors’
Intention,
and Corporate Disclosure Policy

Chia-Hsin Cheng

Abstract

After the Enron scandal occurred in 2001, the stock market participants
asked what characteristics can make people “informed”. Obviously, the key point
is that the information is important “enough” for an investor to push him or her to
make decisions (i.e. buy or sell stocks). In this paper | suggest the
information-quality space model to denote how important the professional nature
of information is for informed and uninformed investors’ decision making. |
assume that different sources of information can represent its differential meanings
to investors, and make the theoretical ratiocination with some important variables.
The two propositions have been built: (1) Good firms who know their types must
announce good news honestly for the stock price maximum, and (2) Firms whose
stocks are favored by uninformed investors could maximize their revenues by
manipulating their professional nature of information announcements.  This paper
indentifies the importance of the professional characteristics in the firm-specific
information that could be manipulated for managerial maximum revenue purpose.
This manipulating process could benefit on informed investors but might suffer
uninformed investors, and thus pictures some meaningful factors that define what

the empirical “informed” investors are.

Keyword: informed investors, managerial manipulation, professional nature of
information.

* Department of MIS, Kang-Ning Junior College of Medical Care and Management, Taiwan. ;
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Introduction

Too much information is available in the financial market. Some seem
“valuable” but others don’t. The “valuable” information for finance field is
defined as those who can affect the prices of target stocks, even going up or down.
However, the key point is how the information can “make sense” by the investor’s
view. That is, the information is important “enough” for an investor to push him
or her to make decisions (i.e. buy or sell stocks). By this point, it must depend on
some certain standards, or variables, in an investor’s mind.

The information (or news) announced among the stock markets also comes
from many ways. Most time people are accustomed to view the information as
the “firm-specific” of the “macro-economics” ones. Also, they can distinguish
information as “good” or “bad” news. Even the information can be separated by
different announcing sources—it is from the government? From the firm’s
managers (or other insiders)? From the outside exports (i.e. analysts or bankers)?
Or just from the street-talking?

By the way, we can assume that different sources of information can
represent its differential meanings to investors, and thus infer that the information
sources affect the market. Since investors can define information as “good” or
“bad”, the macro-source-judgmental space to picture an investor’s mind can be

shown as below:
good

Firm-specific Macro-economic
news

»
»

Professional bad

reports
Figure 1 The information quality space
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Theoretical Background and Literature Review
Many empirical studies in information-market reacting association have been

published in different fields (see table 1).

TABLE 1

Information-Market Reacting Association—

Summary of Some Studies about Information Disclosure

Studies Sub-titles Intervening Focus with information
Variables disclosure
Daimond (1985) Information Uncoordinated  Private information
production investors production
incentives

Fishman and
Hagerty (1992)
Bhattacharya and
Chiesa (1995),
Yosha (1995)
Allen and Gale

(1997, 1999), Boot
and Thakor (1997)

Bhattacharya and
Nicodano (1999)
Boot and Thakor
(2001)

Insider trading

Spillover effects

Emerging

economics

Insider trading

Information

production
incentives

Cost for insider
trading

Price
transparency

Payoff
uncertainty
Different types
of disclosure

Market participants
(insiders and outsiders)
Firm’s competitors

Capital market growth

Social welfare

The amount of

information

Resource: Boot and Thakor (2001)

Most of the literature on information disclosure focused on insider trading,

market liquidity, spillover effects and private information production incentives.
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That is so called “information asymmetry” demonstrated the market situation that
the informed investors owned superior information rather than the uninformed
investors. However, Boot and Thakor (2001) argued how much information the
shareholders would ask the manager for disclosure to the market. They defined
three kinds of information as below:

»  To-be-processed complementary information: the information is those
which improves the precision of the information that informed investors
have. The informed investors are processing publicly available
information at a personal cost. The processing enables them to learn
something about firm value that uninformed investors don’t know even
though the information was available to them as well.

»  Preprocessed complementary information: the information is those which
benefits all investors and be costless processed by all investors. This
information thus complements what investors know.

»  Substitute information: the information is those in which disclosure
requirements result in the release of information to all investors that would
have been available only to the informed investors. The disclosure
provides information that is a substitute for the information possessed by
informed investors.

The example for the first case is firms” R&D spending, which is like to be the
“professional and firm-specific” status in our information quality space. The
example for the second case is the macroeconomic new, such like the customer
spending or the GNP index that all investors have known and is announced by the
government. However, the example for the third case is earning forecasts and
management’s guidelines. This kind of information characterizes the
firm-specific source, whatever the format is the “news” or “professional report”.
Thus our macro-source-judgmental space can include those information definition
represented in Boot and Thakor (2001)

Based on our macro-source-judgmental space model, the purpose of this paper
is to find how much effect the information produced by the professionals can affect
the firm’s value.
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The model
Based on Boot and Thakor’s (2001), the five-date model is presented as
below:

TABLE 2
Sequence of Events

Timing T Events

T=0 Firm knows its own type.

Firm seeks access to market.

Firm announces its information disclosure policy.
Firm designs securities with which to access market.
T=1 Subsets of investors become informed.

T=2 Firm disclosures information according to its announced policy.

AN NN

T=3 v' Orders received by the market maker.
v" Price determined based on total order flow.
v' Market clears.

T=4 v" True values of firms become known.

v' Investors are paid off.

Resource: Boot and Thakor (2001).

Each firm is assumed to be interested in obtaining the maximum price it can
for the security issuing. The firm can be one of two types: good and bad. On
date t=4, the good (G) firm gets (x-a, x+a) cash flow (value) while the bad (B)
gets (y-a, y+a) with the probability of 0.5 for both situations. In this case, a is a
random variable. The authors also assume that any investor can look at the
firm’s announced disclosure policy and determine how the nature of the
information will change when the disclosure actually occurs. On date t=1,
some investors are informed about the issuing firm at a cost, whereas the rest is
uninformed. What | focus on are the informed investors—here called the
analysts.
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Equations and variable definitions
Followed Boot and Thakor’s (2001), | denote that the expected net gain (V)

for getting information should be

V =M, +qu[ fo.5(x—a)+05(x-+ a)-P(@+ [Pt (@+1) T (ol
- @-g)e-u)f{Pr@+1)-05(y-a)-08(y + a)l< [P+ 1) 0l (@)
0

Where
M. is the information acquisition cost for the marginal investor i.
“g” is the probability that the investor submits a buy order when the security is
truly type G.
“u” is the probability that an analyst sees the firm type is G while considering a G
firm.
“I” is the aggregate demand of the investors, which is given by the continuously
differentiable probability density function f(l).
Q is other measure of those who becomes informed, which is endogenously
determined.
Pe(Q+ I) is the equilibrium price of the security as set by the market maker and

the firm type is disclosed.

Excluded of the given M., the two terms in the equation (1) represent the
invgstment gain and loss from the analyst decision:
quj{[O.S(x—a)+ 0.5(x+a)—Pe(Q+I)][PE(Q+I)‘1]}f(I)dI means that the analyst
reg%rds themconsidering firm is good while it is really the “G” type, and
1-afe-u)[{P(@+1)-05(y-a)-05(y + a)l[Pe(@+1) (a1 means the
analyst makeés the wrong decision to submit a “sell” order while the considering
firm is really the “G” type.
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Analysis

I consider about the impact of the substitute information since all participants
in the market receive these kind of information, but few of them can explain the
information and thus become the informed investors. This information-explaining
process makes the information acquisition cost (M,) reasonable and profitable.
However, the professional nature of information could make the information more
unexplainable and thus would increase the information acquisition cost (M;). We
can derive the quality variable, «,, to measure this “qualitative” variation, that

demonstrates the difficulty to analyze the information by the marginal investor i.
M, =M(e) 2)

Thus the expect profit of an informed investor is

x—Pe(Q+1)

S }UMI (3)

% =—M(ai>+q(1—r)jj{

where “r” is the probability that the type of the firm will be revealed. |
provide this variation to measure the tendency that the firm decides to be “honest”

by announcing his true performance.

Proposition 1. Good firms who know their types must announce good news

honestly for the stock price maximum.
By the way, the expected revenue of the G firm can be

R :rx+(1—r)I:Pe(Q+|)f(|)d| (4)
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For the assumption that the firm maximize its revenue by issuing the security, the
FOC condition for R, givenr,Q, |, and x is

R _ o o _
e CUMSCEVEINO

Pe(Q+I) is the equilibrium price of the security when the firm type is
disclosed, and thus is not zero definitely. It is clear that the G firm (defined as the
firm that owns good performance) must announce his “good” news since the
information can make the maximum of expected revenue. and by the equation (5)
we can make sure the r (defined as the probability that the type of the firm will be
truly revealed) should be 1.

Proposition 2. Firms whose stocks are favored by uninformed investors could
maximize their revenues by manipulating their professional nature of
information announcements.

By the definition of Nash equilibrium, we can also find that V should be zero
for the marginal investor. Thus

x—P*(Q+1)

V=-M(e)+qld- r)J':{ P (Q+1)

}f (hdl =0 (6)

Since the firm who knows his truly G type has incentive to announce his news,
it might infer that the G firm intends to decrease the difficulty to explain its good
news. The G firm might promote its news by the street-talking instead of the
professional accounting reports.

But I consider about another situation that the firm doesn’t make sure his truly
G type but disclosures information according to its announced policy. That is, if r
is given but not equal to 1, which means
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V+M(,)

.
ql-r) 0

[[Jfmd =

The left side of the equation,fow[.]f (Ddl means that the total dollar-amount of
the aggregate stock demand is limited by the variable V, M(¢, ), and g. Given the
left side is constant, if the investors more intend to buy the stocks issuing by the G
firm (i.e. the q is higher), the value of the information (V) and the acquisition cost
(M(¢;)) should be higher.

The analysis of equation (7) has an empirical implication about how managers
in good enterprises could earn money from their public information announcements.
The Enron scandal occurred in October 2001 is one of the most famous examples.
In the Enron scandal, the information value of the managerial announcements is
high because the enterprise has big control on the energy market. Therefore, the
uninformed investors still intend to buy the Enron stocks even they might be
cheated by the Wall Street. However, to get the acquisition cost about how the
board of directors makes the numbers in the Enron financial statements is also high
enough that makes most uninformed investors suffering the Enron stock loss. The
winners are those who know the truth of the Enron scandal by professional
checking for the Enron’s statements and announcements.

Conclusion

The model presented in this paper concludes the professional characteristics of
firm-specific information, the informed/uninformed investors’ preferences in the
stock market, managerial manipulating skills and different timings of information
announcements. By assuming different probability distributions and some
important factors that affect all participants’ decisions, the model shows how these
variables affect the reaction of uninformed investors. We promote our three space
model to show how the information qualitative degrees could be manipulated to
make the maximum revenue for informed investors. Nevertheless, how to find an

empirical definition of “informed” investors still opens to questions. In the Enron
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example, the employees of the firm might suffer by their information asymmetry,
but the outside analysts might be informative based on their professional
knowledge.  The framework that indentifies the factors to make people
“informed” is still meaningful for future researches.
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