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a b s t r a c t

This paper examines the relationship between the complexity of an analyst report and its
trading impact in an experimental setting. Several hypotheses regarding this relationship
have been proposed. On the one hand, complexity may be perceived as a signal for ana-
lyst competence and thus would be positively associated with trading. On the other hand,
a more complex report is likely to contain ambiguous information and, due to ambigu-
ity aversion, diminish the trading impact. Empirical studies have found evidence for both
hypotheses and are difficult to reconcile. In a laboratory experiment, we find that the com-
plexity of an analyst report has neither a significant impact on the perceived competence
of the analyst nor does it significantly impact ambiguity towards the company analyzed.
We also find that there is no significant association between report complexity and trading
decisions.

© 2015 Elsevier B.V. All rights reserved.

1. Introduction

Financial markets today are characterized by an over-
abundance of unprocessed information on companies,
markets and economies. Financial analysts have a critical
role in screening and organizing this information as a ba-
sis for investment decisions, thus reducing the time and
cost of acquiring information for investors. One important
channel of communication between equity analysts and in-
vestors are analyst reports.

Several studies have examined the relationship be-
tween the quantitative content of analyst reports, in par-
ticular stock recommendations and earnings forecasts, and

∗ Corresponding author. Tel.: +49 40 3233 7033; fax: +49 40 3233 7020.
E-mail addresses: wojahn.oliver@ebc-hochschule.de (O. Wojahn),

geister.susanne@ebc-hochschule.de (S. Geister),
julia.richter@rfh-koeln.de (J. Richter).

market reactions, see Ramnath et al. (2008) for a review of
the related literature. However, analysts may conceal their
true view in forming a recommendation due to conflicts of
interest, instead signaling their opinion through the con-
tent or tone of the accompanying text. Asquith et al. (2005)
find that the tone of the report, measured by counting pos-
itive and negative remarks, has a significant impact on the
market’s reaction.

A controversial research question is the effect of the
readability of an analyst report. On the one hand, a less
readable andmore complex report ismore likely to contain
ambiguous information, thus investors could be reluctant
to base a trading decision on this report due to ambiguity
aversion (Caskey, 2009). Also, a less readable reportmay be
seen as a spiel to disguise ignorance on behalf of the ana-
lyst, again implying that the trading impact should increase
with the readability of the report.

There is some empirical support for these hypotheses.
For a sample of more than 350,000 analysts’ reports, De
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Franco et al. (forthcoming) find that reports using straight-
forward language generate more trading volume and also
higher abnormal returns (price changes). Hsieh and Hui
(2013) also find a positive association between readabil-
ity and stock market returns for a sample of 2930 reports.
They attribute this finding to a reduction in the dispersion
of expected future earnings brought about by readable re-
ports, and thus a lower discount rate in valuing the firm.

To the contrary, amore complex report could signal far-
reaching industry and companyknowledge onbehalf of the
analyst and thus improve credibility. In this case, the trad-
ing impact should increasewith the complexity of a report.
Also for these hypotheses there is empirical support. Twedt
and Rees (2012) examine the impact of roughly 2000 ana-
lyst reports and find that readability has no direct impact
on the market. However, they find a significant interaction
effect: higher readability causes a weaker market reaction
(abnormal returns) to the content of the report if the ana-
lyst’s recommendation deviates from the mean consensus
recommendation. Twedt and Rees argue that complexity is
seen as a signal of superior analyst knowledge.

These empirical results are difficult to reconcile. They
could be the result of the sample composition: Twedt and
Rees restrict their sample to reports that initiate coverage,
whereas De Franco et al. also include updates on existing
coverage. When initiating coverage, the publishing analyst
is often new to the company and thus first has to build
a reputation of being insightful and knowledgeable. So
for initiation of coverage, a more complex report may be
a more powerful signal of ability and effort than for an
update report. Moreover, Twedt and Rees find that high
complexity only coincides with high abnormal returns if
the analyst’s recommendation deviates from the mean
consensus recommendation, whereas De Franco et al. only
measure the direct effect of readability on trading volume.

To shed more light on the relationship between the
readability of an analyst report and the market’s reac-
tion, we conduct a laboratory experiment, focusing on
the following research questions. Firstly, we examine the
relationship between report readability and the reader’s
judgment concerning the competence and credibility of
the analyst, thus examining whether report readability is
a signal for analyst competence. Secondly, we examine the
relationship between report readability and the perception
of the contents of the report, thus examining whether less
readable reports lead to greater ambiguity. Finally, we ex-
amine the relationship between readability and the deci-
sion to trade in a stock, thus examiningwhether ambiguity
aversion or perceived analyst competence have any impact
on trading decisions in this context.

The laboratory experiment does not capture all aspects
of the real world to which we would like to generalize,
but it has the great benefit of allowing the manipulation
of the only variable of interest (readability) while holding
all other variables constant. This results in a higher internal
validity, which allows the examination of causal relation-
ships. In addition, it provides insights into the judgments
that precede the investment decision, which are difficult to
obtainwith empirical–archivalmethods (Hirst et al., 1995).

The results are relevant not only in providing additional
insights into the so far inconsistent empirical results re-
garding the impact of readability on equity markets. They

also shed some more light on the role of information dis-
semination in financial markets as an explanation for trad-
ing activity.

2. Method

The experiment was conducted with 401 undergradu-
ate business students in their first, second and third year of
a bachelor program at EBC Hochschule campuses in Berlin,
Düsseldorf and Hamburg. Students received the following
cover story: a rich uncle has died and has left an inheri-
tance of e100.000 for the student. The terms of the inher-
itance stipulate that the funds will only be at the student’s
disposal 10 years from now. Until then, the student has no
access to the funds, but can allocate them between two in-
vestable assets: a risk-free government bond, yielding 2%
per annum, and shares of a (fictional) pet food manufac-
turing company, Canina.

Students have to decide which percentage of the funds
(between 0% and 100%) should be allocated to shares of
Canina, the rest will be invested in government bonds.
Students are told that they later have to explain their in-
vestment decision to the custodian of the inheritance in a
questionnaire.

To assist in the asset allocation decision, students are
provided with an analyst report on Canina, containing a
short profile of the company, recent trends in the pet food
industry, a comment on quarterly results which missed
expectations and a comment on a planned acquisition,
which looks reasonably priced and exposes the com-
pany to Emerging Market growth. The analyst report also
includes selected income statement, balance sheet and
valuation figures (the price/earnings and the enterprise
value/operating profit ratio, dividend yield) and a recom-
mendation of the analyst (‘‘buy’’).

There are three versions of the research report which
only differ in their readability. The Flesch Reading Ease in-
dex, adjusted for the German language according to Am-
stad (1978), is 11 for the difficult report, 46 for the normal
report and 62 for the easy report. A higher complexity was
introduced by using longer and nested sentences and
longer words, for example compound nouns. The content
of all three reports is identical, and we did not introduce
any technical terms that would require expert knowledge
in the more complex versions.

Students are randomly assigned one of the three re-
ports, and they do not know that the report is issued in
different levels of readability. After the students have sub-
mitted their investment decision, i.e. the percentage of the
inheritance to be invested in shares of Canina, they are
asked to state their age, gender and location and to re-
spond to the following 11 statements on a five-level Likert-
type rating scale (from ‘‘strongly disagree’’= 1 to ‘‘strongly
agree’’ = 5):

1. I am well versed in equity markets.
2. I like to take risks if they could pay off.
3. I try to avoid doubts in financial decisions.
4. The analyst report is comprehensible.
5. The analyst report is unambiguous.
6. The analyst is competent.
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