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Abstract

This dissertation provides a qualitative case study of a Canadian Public company, its financial
reporting, its interaction with financial analysts, and the valuation modeling conducted by the
analysts. Presented in four empirical chapters, the corporate practices and processes that lead to
the identification and calculation of non-GAAP (i.e., pro forma) earnings measures, the
communication of those measures to financial analysts through conference calls, and the use of
those measures in the analyst’ equity valuation models is described. In providing a detailed
description of these individual processes, the dissertation contributes to the accounting literature
that has been lacking in such an examination of the micro-processes of financial reporting and
valuation. Taken as a whole, the dissertation contributes to the literature on calculation and
distributed financial cognition that examines the framing processes that are implicated in the

construction of a socio-technical agencement.

Relying on empirical data gathered from interviews with managers and financial analysts,
content analysis of corporate financial disclosure, conference call transcripts, analysts’ reports,
and analysts’ models, the dissertation provides a unique study of the financial reporting and
valuation processes from start to finish. This study joins a small and emerging body of research
that extends the contribution of Actor-Network Theory’s sociology of translation to the study of
financial markets, and is unique in its application of that perspective to the study of corporate

financial reporting.

This dissertation finds that corporate financial reporting evolves and changes, and voluntary
reporting practices are adopted and adapted, through interaction with important financial

statement users, financial analysts. Rather than the uni-directional influence of one on the other



studied in much of the mainstream accounting research, corporate reporting practices are a

collaborative effort, as managers change their reporting to meet user’s needs.

Building upon this finding of collaborative practices, the dissertation also finds that the resulting
key metric taken as representative of the performance of the company is also the result of
collaboration. The formation of a socio-technical agencement that establishes a list of entities
for consideration in calculation, rearranges them, and associates them in chains of calculations
supported by managers, analysts, and their devices underpins the analysts’ “franchise”. This

franchise is the result of the achievement of distributed action, which is calculation.



Preface

This thesis is an original work by Kenneth Fox. The research project, of which this thesis is a
part, received research ethics approval from the University of Alberta Research Ethics Board,
Project Name “Pro Forma Earnings — an Institutional Approach”, Pro00030189.
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Chapter 1 — Introduction

This dissertation is a case study of the presentation and use of non-GAAP earnings measures,
in the processes of corporate financial reporting, communication of financial results to financial
analysts, and the use of financial information by financial analysts. Studying one public
company and the financial analysts that follow it, value its shares, and report on its performance

to the capital markets, the dissertation seeks to answer the questions:

1. How does The Company prepare its financial reports, and in doing so, how does it

determine which items will be adjusted, calculated and presented as pro forma earnings?

2. How are financial results communicated to financial analysts?

3. How do financial analysts use The Company’s financial information in their valuation

models of The Company?

The dissertation addresses these questions with a qualitative case study approach, employing
methods from grounded theory (Corbin and Strauss, 2008; Suddaby, 2006) and recent
methodological guidance from the Social Studies of Finance on the study of calculative practices
(Beunza and Millo, 2008). This approach blends Latour’s Rules of Method (1987) with Callon’s
suggestions for studying valuation in practice (Callon, 1998a), and is applied to data from
interviews with managers and analysts, conference call transcripts, annual reports, analyst

reports, and analyst models.

The theoretical underpinning suggesting this direction stems from the Actor-Network
Theory base (Callon, 1986, Latour, 1987) built upon by the application of the sociology of
translation to financial markets (Vollmer et al., 2009). Employing direction from the sociology

of translation, which suggests that collectives form around ideas, carrying them and modifying



them as they travel through time and space to acceptance as facts, a research direction made up
of multiple approaches under the umbrella of Social Studies of Finance (Muniesa et al, 2007)
sees calculation within these markets as a collaborative effort, resulting in collectives that form

around values and prices.

This approach sees financial cognition as distributed amongst networks of heterogeneous
elements, including people, the tools they use, theories, and practices. Further, this approach
takes the underpinning financial economic theories that support these practices as an intervention
that constitutes a result, rather than an approach that supports a representation. Action, in this
case calculation, is seen here as conducted by socio-technical agencements (Callon and Muniesa,
2005), that represent and intervene in the calculation and thus are “performative” (Callon, 2007).
Callon (2005) suggests that “The performativity program starts with the ethnography of the
socio-technical agencement.” Callon, 2005, p. 5), and utilizing this approach entails deriving
rich descriptions of the associations that make up a network of support. While this dissertation is
well short of an “ethnography”, it aims to contribute to the examination of the socio-technical

agencement in accounting practice by providing such description.

In so doing, the dissertation makes contributions to two different areas of accounting
research. First, the dissertation provides a detailed description of corporate managers’ financial
reporting practices and financial analysts’ financial modeling practices that has been lacking in
the extant literature. Further, by studying the process from preparation of the annual report,
through communication to analysts, to the use by analysts, the dissertation offers a unique
narrative of an entire process that is typically studied as discrete sub-processes. Second, in
providing this description, the dissertation contributes to the literature on financial cognition in

capital markets that studies calculation as a collaborative practice, and examines the implications



of theory in constituting devices and the values they support. As such, this dissertation joins a
small number of studies that share an emerging interest and contention that the financial
reporting process can be usefully studied in its entirety, and from a theoretical perspective with
an appreciation for the implications of calculation as framing (see unpublished dissertation work

from Graaf J., 2015 and Ahblom, P. 2015)

More is said on the relevant extant literature in Chapter 2, where connections are made
between the accounting literature on corporate disclosure, interaction between managers and the
market, and financial analysts. Chapter 2 takes direction from these three empirical distinctions,
and uses them to develop the research questions accordingly. While motivated by empirical gaps
in the mainstream literature, these research questions are also linked to the theory described in
Chapter 3, which supports the derivation of a descriptive study to the end of describing financial
cognition as distributed in social-technical agencements, and suggests the examination of the
process as a whole. Chapter 3 explores the Actor-Network Theory roots of the Social Studies of
Finance, and introduces the important theoretical components of intermediaries, mediators and
actors, boundary objects, inscriptions and the devices that produce them, performativity, and how
these components are important in Callon’s (1998a) conceptualisation of calculation as framing.
Chapter 3 concludes with a discussion of the notion of framing, also provided by Callon (1998a),
who notes the debt to Goffman (1974), as expanded upon and applied by Beunza and Garud

(2007).

The methodological approach of the dissertation is expanded upon in Chapter 4, where |
motivate the case study approach, and demonstrate how it will contribute to both the mainstream

literature on accounting and financial analysis, and the Social Studies of Finance literature on



calculation. I describe the company at the center of this study, the data, and how it is collected

and analyzed.

The results of the empirical study are contained in chapters 5 through 8. Chapter 5
addresses the questions of how the company calculates and frames pro forma earnings as
Adjusted Net Income. Through an examination of the evolution of the managers’ relationship
with financial analysts, the effect on the financial reporting process, and the resulting process as
it now stands, the various boundary objects (Star and Greisemer, 1989) are illuminated, and the
associations between actors and models that support the process of framing the financial
performance of the company are traced. Rather than the uni-directional lines of influence, i.e.
managers on analysts/analysts on managers, the formation of a collective along the lines of the

sociology of translation is described.

Chapter 6 begins the examination of the interaction between the company’s managers and
the analysts, which continues through Chapter 7, to answer the question of how managers
communicate financial results to financial analysts. In Chapter 6, the interactive process that
constructs the frame of the company is shown to be active before, during, and after the
conference call that announces the company’s results. Through a sequence of earnings
announcement, initial analyst reports, meetings, the conference call, and the analysts’ final report
and (presumably an update of the model) the managers and analysts conduct indirect and direct
communications that guide their framing activities through sets of agreed upon rules and
boundaries for the conference call interaction that leads the managers and the analysts through a
series of interactions that support the frame construction. This is demonstrated by three
examples that show how it is determined what is included in the frame, what figures will

represent an inclusion, and how inscriptions are used to support these inclusions. These insights



lead into Chapter 7, where the inscriptions that “punctualize” subsequent calculations are

discussed and identified.

The progression through calculation, seen as collective formation, is similar to the
sociology of translation (Callon, 1986) in that long chains of calculations are made, and as
subsequent calculations build on the former, the uncertainties and assumptions made in the prior
calculations are obscured. The results of those calculations thus become irreversible, and they
punctualize the subsequent translation, strengthening it as its underpinnings become taken for
granted. This is demonstrated in Chapter 7, as the calculation progresses to settlement on a key
metric to represent the company’s performance it is positioned in terms of the company’s
strategy, but the company’s strategy changes in relation to the effects of the various aspects of
the punctualizing calculations. The settlement on the key metric depends upon the processes
discussed in Chapter 6, and in Chapter 7 the focus is on the associations between the prices set in
the commodity market, how those prices influence the company’s strategy, how they affect the
financial analysis, and how the prices and models interact to help determine the value of the
company. To illuminate these associations, I examine The Company’s inscriptions that the
analysts reproduce in their own reports, specifically related to the calculations embedded in the
value assigned to the unusual adjustment for the Argyle write-down. I demonstrate how the
uncertainty and assumptions made in the prior calculations are obscured in subsequent
calculations, thus stabilizing them and contributing to the irreversibility of the prior transactions,
and the objectification and singularization of the value in the subsequent settlement on the key
metric. | also demonstrate how in the designation of the key metric, pro forma earnings becomes

normalized over time as analysts use it and “clean it up” in their reports.



In Chapter 8, the final empirical chapter, I examine the financial analysts’ models in
relation to the calculative processes that underpin them, and in relation to the “franchise” that
they help construct around the analysts, to answer the question of how analysts use accounting
measures in their financial models. I describe how what has been taken as financial analysts’
models is, in practice, three sub models that each serve a distinct purpose in deriving a valuation
of the company. Expanding on the processes of framing put forward, conceived as consisting of
a category, an analogy, and a key metric, I demonstrate how the determination of a the key
metric is the result of a long, collaborative process that results in the use of pro forma earnings as

the appropriate income measurement to represent the company’s performance.

I begin by describing the motivation for this dissertation in an examination of the extant

research on corporate disclosure, communication, and financial analysis, in the next chapter.



Chapter 2 - The Financial Reporting and Valuation Process —
Examining Extant Research
2.1 Introduction

Accounting researchers have studied the relationship between financial reporting and the
capital markets since the “seminal publication of Ball and Brown (1968)” (Kothari, 2001, p.106).
Almost as long, accounting researchers have studied “...accounting in action (Burchell et al.,
1980; Hopwood, 1979)...grounded in diverse theoretical traditions” (Boedker and Chua, 2013,
p.246). Despite more recent suggestions for expanding the examination of “...the use of
financial numbers across social settings, markets, organizations and cultures” (Vollmer et al,
2009), and the recognition that there is still much to learn about the production of financial
information (Hatherly et al., 2008), interaction between corporate managers and key market
actors in the dissemination of that information (Barker et al., 2012), and the use of that
information by key market actors such as financial analysts (Bradshaw, 2011), to my knowledge
there is no study that examines the corporate financial reporting process from production of

accounting disclosure, through communicative interaction, to the use of accounting information.

This dissertation examines a case of financial reporting, communication of financial
results to financial analysts, and use of financial information by financial analysts. This
literature review, therefore integrates relevant studies from three different empirical areas of
accounting research: the literatures on accounting disclosure, on communication of disclosure to

market actors, and on the use of accounting by financial analysts.

Further, the aim of the dissertation is to contribute to two distinct, but inter-related bodies
of research. Answering long-standing calls for more direct investigation of financial reporting

practices (Kothari, 2001) and financial analysts’ practices (Schipper, 1991; Bradshaw, 2011) I



aim to contribute to the mainstream accounting research concerned with the reporting and use of
accounting figures, answering the “how” questions: how accounting disclosures are prepared,
how they are communicated, and how they are used, By addressing contextual factors of
financial reporting decisions (Neu, 1992), I also contribute to social theory based research on
calculation (Vollmer et al., 2009) emerging from a growing body of research that examines
calculation in financial markets with an appreciation for the importance of calculative devices
(Preda 2007, 2009, 2012), theory and algorithms (MacKenzie and Millo, 2003; Millo and
MacKenzie, 2009), and the construction of frames to support calculation (Beunza and Garud,

2007).

The purpose of this chapter is therefore not to review all of the research in these areas,
but to narrow the focus to the key areas of specific relevance to this qualitative case study. 1 will
argue that the production of financial reports by corporate managers is useful to study, and,
further that the production of pro forma earnings, a voluntary disclosure, is a similarly useful
empirical phenomena of interest. The decision to report pro forma earnings, a performance
measure with no basis in GAAP, is at the discretion of management, as is what to exclude from
or include in GAAP earnings to arrive at a pro forma net income figure. I will argue that the
examination of the communication of these pro forma earnings numbers to financial analysts is
also important and useful to study as a social process. The study of the use of these figures by
financial analysts in their equity valuation models is also useful, as analysts have become
recognized as important economic actors, but also as they seem to be implicated in the financial

reporting decision process.

The mainstream accounting literature that focuses on the production and use of pro forma

earnings has provided many insights, but has not yet studied the process from start to finish. In



order to understand how corporate managers calculate and present pro forma earnings, how those
numbers are communicated to analysts, and how the analysts use (or do not use) those figures
requires such a descriptive study, and, further, requires an examination of the entire process, as
there are a number of social processes that are active at the “interface of accounting and finance”
(Hopwood, 2009). At this interface, the efforts of corporate management in calculating and
communicating financial results meet those of financial analysts who try to utilize those results,
and corporate managers and analysts are important economic agents, who interact, communicate,
and collaborate in a field where social relations, devices, and calculations play an important role

in shaping behaviour and constructing value while forming social collectives.

Vollmer et al., (2009), recognizing the importance of such interaction, calls for a closer
relationship between studies of accounting concerned with accounting, organizations and
institutions (Chapman, Cooper and Miller, 2009) and the Social Studies of Finance (SSF) (Preda,
2001). SSF is a diverse area of research at the intersection of economic sociology (See for
example Smelser and Swedberg, 2005) and social studies of science and technology (Muniesa et
al, 2007). Areas of common interest between the more established accounting research and the
emerging SSF cited by Vollmer et al (2009) start with “their engagement with social settings
characterised by a high frequency of circulating numbers” (p.619). Further, as is much
accounting research, the focus of SSF is on information. From an SSF perspective, information
is the result of collaborative effort. So too, financial cognition, the .. .practical, interaction-
based achievement of market participants” (p. 619) that supports market activity such as
valuation, is also a collaborative effort among humans in combination with devices, such as

models, spreadsheets, theories, and calculation.



Vollmer et al., (2009) identify two directions of study from an SSF perspective: micro-
sociological studies of financial cognition, and performativity studies exploring the
consequences of models and theories at the aggregate socio-market level. Micro-sociological
studies utilize field studies of financial practices, with a focus on information within the
“interaction-based cognitive process” (p.622) that determines what constitutes information, what
is accepted as information, and how it is used. Cognitive processes such as calculation are seen
as “...accountable activities taking place within and depending on webs of social interactions”

(p.622), that is, they are collaborative efforts.

Peformativity studies stem from the notion that financial economic theory intervenes in
markets as much as it describes them (Callon, 2007), and prices are a construction of economic
value as much as a reflection of it. Thus conceived, financial models, and the financial

economic theory underpinning them, “perform” stock prices in the capital markets.

The following section examines the relevant research on corporate financial disclosure.
The following section combines relevant research on interaction between corporate management
in private and public meetings with investors and analysts. The final section reviews the
literature on financial analysts, and the use of accounting information. In concluding, I identify
the opportunity to contribute to mainstream accounting literature with a descriptive study of
processes heretofore left unexamined, and I clarify the further contribution this makes to studies

of calculation as a collaborative effort.

2.2 Corporate Financial Disclosure

Extant accounting research has done much to examine accounting policy choices of

public company managers (Watts and Zimmerman, 1978, 1990; Kothari, 2001; Healy and
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Palepu, 2001; Graham et al, 2005), and the internal and external influences on, and the
sometimes ritualistic nature of, the disclosure of financial information (Burchell et al., 1980;
Gibbins et al., 1990). Within this broad range of research, financial disclosure has been seen as a
strategy for managers to communicate firm performance (Lougee and Marquardt, 2004), and as a
way to fulfill their own self-interest (Graham et al., 2005), but also as a way of constituting and
making organizations and actors manageable (Boedker and Chua 2013; Mouritsen et al, 2001;

Robson, 1992) through a variety of mandatory and voluntary disclosures.

Management’s strategy over mandatory disclosures drives the policy choices made within
the boundaries of GAAP and securities regulations. Strategy over voluntary disclosures drives
the decisions over discretionary disclosures that management can choose to disclose, or not. Pro
forma, or non-GAAP earnings measures (SEC 2003; OSC 2012, Lougee and Marquardt, 2004),
is one such disclosure that has become widely used. While securities regulations dictate how
non-GAAP members are presented, managers exercise a high degree of discretion in defining
what these disclosures are and what they include or exclude from GAAP net income to arrive at

a pro forma figure (Doyle et al., 2013).

Studies of accounting policy choice have been of great interest to researchers employing
a Positive Accounting Theory (PAT) perspective (Watts and Zimmerman, 1978, 1990; Healy and
Palepu, 2001; Kothari, 2001). Often sharing a similar theoretical base assuming managers’ self-
interest, studies of pro forma earnings tend to focus on whether managers’ intent is to provide
more information or to mislead investors by directing their attention away from a poor GAAP-

based result.
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While PAT-inspired research has offered insight into how firm’s accounting results have
been driven by management incentives, it has been subject to long-standing criticism for its
theoretical limits (Cooper and Sherer, 1984; Hines, 1988), and its focus on a limited number of
economic variables (Neu, 1992). These studies’ criticisms suggest that a wider range of
variables should be considered in the examination of the use of voluntary disclosures such as pro

forma earnings.

2.2.1 Studies of Accounting Disclosure — Disclosure as Strategy

The purpose of corporate financial reporting is stated in the International Accounting
Standards Board’s Conceptual Framework:

“The objective of general purpose financial reporting is to provide financial information

about the reporting entity that is useful to existing and potential investors, lenders and

other creditors in making decisions about providing resources to the entity. Those

decisions involve buying, selling or holding equity and debt instruments, and providing
or settling loans and other forms of credit.”

(IASB Conceptual Framework, 2015, paragraph OB1)

Certainly disclosure, in many forms, is important for a firm’s financing opportunities, and, while
the existence of these ideal users, “investors, lenders and other creditors”, has been convincingly
disputed (Young, 2006) their influence on the financial statement disclosures must be
considered, in terms of both the information they require, and the regulation put in place to
protect them. They are not, however, the only consideration, as the self-interest of management
seems to be a prominent influence, as does the context in which managers and these influential
actors act. Neu (1992) offers direction for the study of corporate financial reporting with an
appreciation for the numerous influences affecting it, and also suggests that firms’ voluntary

financial reporting choices offer an empirical setting in which to examine them. Gibbins,
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Richardson, and Waterhouse (1990) examine the internal and external influences, and derive a
structure for explaining and predicting corporate disclosures that suggests attention should be

paid to the many variables that play on the process.

The examination of relevant disclosure research will start with Gibbins et al.’s (1990)
grounded theory development of a disclosure structure. Pro forma earnings, as an important
disclosure decision is then discussed, with subsequent discussion, respectively, of the regulatory,

market, and institutional influences on its use.

2.2.1a Disclosure Processes

Gibbins et al, (1990) define financial disclosure as: “any deliberate release of financial
information, whether numerical or qualitative, required or voluntary, or via formal or informal
channels.” (p. 122). Using grounded theory to derive a structure aimed at explaining and
predicting corporate disclosures, the paper examines the range of individuals and issues involved
with the preparation and release of this information. Interested in questions about who in the
organization makes disclosure decisions, the issues considered, and the impact of external parties
on those decisions, they find that firms’ disclosure output is influenced by both internal and
external factors. These factors serve to develop a company’s “disclosure position” that drives
the preferences for reporting outputs, which are also subject to the characteristics of the reporting

issues itself, as well as external mediators.

Gibbins et al finds that firms develop a “stable, two-dimensional internal preference for
managing disclosures.” (p. 122). They call this a firm’s “disclosure position”, a “relatively stable
preference for the way disclosure is managed” (p. 130). The two dimensions, “ritualism” and

“opportunism” reflect the ritual adherence to norms and rules of financial reporting, and the self-
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interested propensity to influence how disclosure is calculated, reported, interpreted.
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Figure 2.1 The Disclosure Process. Source: Gibbins et al. (1990), p.128

Figure 2.1, representing Gibbins et al.’s (1990, p.128) conception of the disclosure
process, is reproduced in Figure 2.1, above. In this depiction of financial reporting any given
accounting issue is considered by the firm in terms of externally and internally driven disclosure
issues, which management considers in terms of the perceived norms and opportunities
associated with them. The norms are both externally and internally imposed. External issues
have to do with relevant accounting standards and securities regulations that influence the
content and timing of the disclosure. The disclosure output is influenced by internal and external

factors that form the firm’s disclosure position, structure, and external mediators.

Passive adherence to norms for disclosure of financial information is “ritualistic”.
Opportunism is more active, where managers seek “firm specific advantage in the disclosure of

financial information” (p. 130). These two positions are understood in terms of a set of
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antecedent conditions from within the firm, and from the firm’s environment. Their internal
antecedents are corporate history, corporate strategy, and internal politics. Their external

antecedents are institutional and market.

Within the categories of internal antecedents, corporate history consists of the taken for
granted practices that have been established in the firm, influenced by the rewards and penalties
that have been conveyed upon the managers over the time during which disclosure practices have
become taken for granted. For Gibbins et al, corporate strategy has more to do with financing
than it does with marketing and production: here they refer to the capital markets that the firm
chooses, as there are different disclosure requirements in different markets. Their notion of
corporate politics seems to come from the top down, as it is the reiteration of the CEO’s beliefs

on financial reporting that they heard echoed throughout their data.

The external antecedents are institutional and market. The institutional encompass laws,
regulations, and accounting standards; inter-organizational networks, where sub-organizations
within the network adopt the same reporting structure to facilitate information sharing; and
industry norms, where practices are established among similar firms. The market antecedents
include the influences of both product and capital markets. Product market factors on disclosure
are in regulated markets, where mandated disclosure affects policy choices, but also in
competitive markets, where avoiding disclosure of proprietary information is an important
consideration. In capital markets, the frequency of financing obtained from the market served to
influence reporting, as more frequent capital requirements led managers to maintain the firm’s

position in the public eye.
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Gibbins et al (1990) see these antecedents as the most prominent in influencing the
disclosure position, where the ritual and opportunistic drive the resulting disclosure. They pay
less attention to “external mediators”, who they consider to be mainly “advisors” to the firm.
These are the auditors, consultants and legal advisers who help identify disclosure issues, and
have an influence on the ritual and opportunistic disclosure position. Gibbins et al group
analysts within these external mediators, but dismiss them as “incidental”, as their presumed role
as information disseminators suggests to the authors that these external agents play no advisory

role, and therefore have no influence on the disclosure decision.

Building on Gibbins et al., (1990), Holland (2005), in an investigation of corporate
disclosure in UK companies, examines how disclosure is a “learning experience” that changes
disclosure behavior. This learning experience refers to the companies’ learning about the market
effects of their disclosure, which “...created a learnt context or priors which influenced current
and future disclosure” (Holland, 2005, p. 249). Holland suggests that, through their perceptions
about the market outcomes of their disclosure, managers learned that they needed a “coherent

story”, to which they had to stick, through positive and negative events over time.

The implications of Gibbins et al., (1990) and Holland (2005), that there are external
factors that influence disclosure choices, and that the “story” that the disclosures tell has
implications for the market reaction to the story, indicates that an expanded view could be taken
of the disclosure process that appreciates the influence of specific actors within the firm, and
expands the analysis of actors outside of the firm. Whereas both of these studies seem to leave
the disclosure decision in the hands of management, they also recognize that it is not only
management that makes the decision of what to disclose and how to disclose it. These two

studies seem to suggest that disclosure is a collaborative process that includes external forces.
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Some of these forces are countries’ legal and governmental institutions (Isidro and Marques,

2015), and in the social norms that these institutions foster (Neu, 1992).

One of the prominent external forces not investigated by Gibbins et al., (1990) comes
from financial analysts, and the performance benchmarks created by their valuations.
Matsumoto (2002) suggests that management has both firm-specific and self-serving incentives
to avoid “negative earnings surprises”, and that managers will either try to manage earnings to
meet analysts’ benchmarks, or try to manage analysts’ expectations downwards, thus lowering
that benchmark. Graham et al, (2005) identifies both financial analysts as an important audience,
and pro forma earnings, a voluntary non-GAAP earnings disclosure, as an important measure for
reaching this audience. The focus on disclosure is narrowed to this phenomenon in the next

section.

2.2.2 Pro Forma Earnings Measures

A common voluntary disclosure reporting practice in corporate financial reporting is the
inclusion of additional, non-GAAP earnings measures in quarterly and annual financial reports.
The term non-GAAP refers to earnings measures that are calculated with no basis in Generally
Accepted Accounting Principles. These non-GAAP measures tend to be included in earnings
releases (Elliott, 2006), and are published in the Management Discussion and Analysis section of
companies’ Annual Reports. Accounting researchers call these non-GAAP measures ‘pro-
forma’ earnings measures, and in practice managers use terms for them such as ‘Adjusted Net

Income’, ‘Core Earnings’, and ‘Recurring Income’ (Entwistle et al., 2005).

Graham et al (2005) find that financial executives believe pro forma to be one of the most

important financial measures for their company. Further, investors seem to rely on it as more
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informative than GAAP net income (Lougee and Marquardt, 2004), and analysts, in particular,
express a preference for non-GAAP measures (de Jong et al.2009). Pro forma earnings do seem
to affect both investors’ judgments (Elliott, 2006; Frederickson and Miller, 2004) and stock
prices (Allee et al., 2007). The use of pro forma earnings is also somewhat contentious, as the
question of whether managers use pro forma earnings to provide more information where GAAP
is limited, or to mislead investors from focusing on a poor GAAP-based net income, is still
unanswered (Isidro and Marques, 2015). The regulation put in place by securities commissions,
discussed next, seems to take the position that the use of pro forma earnings is potentially

misleading to investors.

2.2.2a Regulation over pro forma earnings
While regulation over the disclosure of pro forma earnings is somewhat limited, there are
directives from both the US Securities and Exchange Commission (SEC) and the Canadian

Securities Administrators (CSA) governing the use of non-GAAP earnings measures .

Securities and Exchange Commission:

In March, 1973, the SEC commented on non-GAAP earnings measures, suggesting that it
was inappropriate for companies to present these figures to investors as “true” (SEC, 1973). In
December, 2001 the US Securities and Exchange Commission (SEC) issued a warning to
investors and companies regarding the use of non-GAAP earnings measures. They cautioned
investors about the inconsistent nature of these measures, and warned companies about issuing

“misleading” pro forma measures to the market.

The Sarbanes-Oxley Act of 2002 directed the SEC to issue guidelines governing the

" The standards endorsed by the CSA have been adopted by the Ontario Securities Commission, which governs the
Toronto Stock Exchange, on which the shares of the company at the centre of this dissertation are traded.
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disclosure of non-GAAP earnings measures, resulting in the adoption of Regulation G, effective

March 28, 2003 (SEC, 2003).

Canadian Securities Administrators:

In Canada, in contrast to the United States, there is a securities regulator in every
province and territory, rather than a national regulator governing all markets in the country. The
Canadian Securities Administrators is an umbrella organization, with representatives from each
of the ten provinces and three territories. The mandate of the CSA is the harmonization of
securities regulation across Canada, however, enforcement of regulation remains in the hands of

each individual province.

Most recently updated in 2012, the Canadian Securities Administrators’ Staff Notice 52-
306 (CSA 2012) governs the use of “non-GAAP financial measures”:
“...a numerical measure of an issuer’s historical or future financial performance, financial

position or cash flow, that does not meet one or more of the criteria of an issuer’s GAAP for
presentation in the financial statements, and the either:

1) Excludes amounts that are included in the most directly comparable measure
calculated and presented in accordance with the issuer’s GAAP, or
i1) Includes amounts that are excluded from the most directly comparable measure

calculated and presented in accordance with the issuer’s GAAP.
Non-GAAP financial measures are not presented in an issuer’s financial statements.”
(Par II, sec 1 and ii)

Generally, these figures are presented in the MD&A, press releases, and promotional
material. While the Staff Notice 52-306 acknowledges that management may be using these
figures to provide clarity and explanation to financial statement users, the tone of the directive
seems to suggest that these figures are potentially misleading to investors, and the guidelines

seem aimed at reducing this potentiality.
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The perspective of regulators seems to be that pro forma earnings are misleading, and the
spirit of the regulations seems to be to limit the disclosure of pro forma earnings, and to prevent
investors from being misled. Since the enactment of Regulation G and Staff Notice 52-306, the
disclosure of pro forma earnings is increasing (KPMG, 2014), although there was a brief drop

immediately after Regulation G came into effect (Marques, 2006).

Much of the research on pro forma earnings use examines the effect of this regulation
(Entwistle et al., 2005; Kolev et al., 2008; Marques, 2006; Zhang and Zeng, 2011) while
addressing the question of whether management is trying to mislead investors by diverting
attention away from poor GAAP-based net income (Bowen et al., 2005; Lougee and Marquardt,

2004).

Bowen, Davis, and Matsumoto (Bowen et al., 2005) examine press releases for emphasis
on pro forma earnings versus GAAP earnings. They found a deliberate emphasis on pro forma

earnings measures that declined after the SEC’s 2001 cautionary statement.

Marques (2006) studies the quarterly press releases of all of the companies in the S&P
500 during 2001 — 2003 in order to investigate what firms were doing before the SEC issued a
warning on pro forma in December, 2001, the effect of the 2001 SEC warning, and the effect of
Regulation G, issued in January 2003. There was no reduction in pro forma earnings reporting

after the 2001 warning. There was a reduction in pro forma disclosure after Regulation G in 2003

Zhang and Zheng (2011), noting that 300 of the S&P 500 companies reported pro forma
earnings in the second quarter of 2001, investigated the effects of the regulation over reconciling

pro forma to the nearest GAAP number. The found that, before the introduction of Regulation
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G, shares of firms with poor reconciliation quality were mispriced in the market. After
Regulation G came into effect, they found a lower instance of mispricing for firms that improved
their reconciliation quality. The found no similar change in the shares of firms that had high
reconciliation quality before and after Regulation G, suggesting that the improvement in
reconciliation, in accordance with the regulations, reduced information asymmetry, and

improved market valuations.

And SEC regulations governing the presentation of pro forma earnings may have resulted
in better quality reporting of these figures. Kolev, Marquardt, and McVay (2008) argue that the
“Regulation G*” (SEC, 2003) requirement to reconcile pro forma earnings to GAAP net income
has resulted in fewer instances of pro forma earnings issued by public companies, and better
quality pro forma when it is reported, but also a move from pro forma to greater inclusions in the
“special items™ section of the GAAP income statement, perhaps an unintended consequence of
Regulation G. According to Kolev et al, (2008), while firms may be raising the quality of pro

forma earnings, the result may be poorer quality GAAP Net Income.

Entwistle, Feltham, and Mbagwu (2005) further explore the use of pro forma earnings by
comparing Canadian corporations and U.S. corporations. They find that U.S. corporations are
more likely to report pro forma earnings (77% in the U.S. versus 33% in Canada) and they

identify larger differences between the GAAP numbers and the pro forma numbers in the U.S.

? Section 401(b) of the Sarbanes-Oxley Act directed the SEC to adopt legislation that deals with the presentation of
non-GAAP financial information. The disclosure regulation, commonly referred to as “Regulation G” (Kolev et al.,
2008: 158), the SEC regulation requires pro forma earnings measure to be reconciled to the nearest GAAP reporting
measure. This reconciliation is presented in table form, in the 10K and the Management’s Discussion and Analysis
section of the annual report.

? The “special items” classification separates expenses in the income statement, isolating expenses that management
views as unusual or extraordinary. Special items are still included in the calculation of GAAP net income, but are
highlighted as being non-recurring and inconsequential to the regular operations of the business.
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than in Canada®. The authors interpret their findings to support the idea that managers in both
countries use pro forma to affect the financial statement users’ perceptions of the companies’

financial performance.

2.2.2b Internal and External Influences on pro forma — The importance of context

Central to accounting disclosure research is the assumption that effective disclosure
lowers firms’ cost of capital (Gao, 2010). Public companies seem to have embraced this
assumption, and expend efforts to retain analysts and communicate with them effectively. One
consequence of this is the increasing instance of Investor Relations functions in public
companies, which have been in place at many companies since the 1960’s, but show a marked
increase in Fortune 500 Industrial companies between 1984 and 1994 (Rao and Sivakumar,
1999). The job of this part of the management team is to help effectively convey pertinent
aspects of the organization to the market, but there is also the implication that in doing so the
market can be influenced. According to Rao and Sivakumar (1999) the job of investor relations
is:

“...managing analyst expectations and correcting misconceptions in the investor and

analyst communities. A crucial responsibility of an investor relations executive is to

understand the assumptions driving the financial model used by financial analysts, and to

influence those assumptions to ensure a realistic assessment of the organization.” (Rao

and Sivakumar, 1999:29)

This strategy seems to work: Bushee and Miller (2012) study the effect of initiating

Investor Relations strategies on investor following for small cap firms that would otherwise be

“less visible”. To the public companies’ credit, Bushee and Miller (2012) find that:

* The find that these adjustments tend to have the effect of increasing the resulting ‘adjusted net income’ on a pro
forma basis versus the GAAP net income (rather than decreasing ‘adjusted net income’).
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“...companies initiating IR programs exhibit greater increases in institutional investor
ownership and a shift toward investors that normally would not follow the companies.
We also find greater improvements in analyst following, media coverage, and the book-
to-price ratio.” (p.867)

Their results suggest that “IR activities successfully improve visibility, investor
following, and market value.” This is achieved by attracting more attention from investors,
which increases the amount of information about the company that circulates in the market, thus
reducing information asymmetry, and the associated estimation risk premium (Lang and
Lundholm, 1996). In this tradition of research, the size of analyst coverage often provides a
proxy for the level of information in the market:

“Our conclusions suggest that firms can attract analysts, improve the accuracy of market

expectations, reduce information asymmetries and limit market surprises by adopting
more forthcoming disclosure practices.”

(Lang and Lundholm, 1996, p. 468)

If one takes the position that pro forma earnings are intended to provide more information
to the market, the provision of pro forma earnings can be considered part of enhanced disclosure
practices. Extant research on pro forma earnings measures has shown that these figures provide
additional information for investors, and that investors do use them. Lougee and Marquardt
(2004) acknowledge instances where pro forma earnings are more reflective of a given firm’s
economic reality than GAAP net income. They contend that pro forma adjustments might undo
some of the technical requirements of GAAP that result in the ‘form’ of a transaction that does
not reflect its ‘substance’ in relation to providing future value. Conversely, they also note that
flexibility in the reporting of pro forma figures may lead to attempts to mislead investors by

minimizing the importance of GAAP and trying to distract investors from a focus on GAAP by
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using an inflated pro forma earnings figure. The results of their study support their theory that
managers of public firms who believe that GAAP does not accurately reflect their value
generating activities provide a pro forma number that they believe does accurately reflect net
income. They also find that companies whose GAAP figures will result in the failure to meet an
earnings forecast will be more likely to report a pro forma number that meets or exceeds the

forecasted figure.

While the use of the different earnings measures is variable, there may be instances
where the accounting standards underlying GAAP based accounting figures are overly complex,
or when compliance results in form that does not reflect substance. Lougee and Marquardt,
(2004) contend that pro forma adjustments undo some of the technical requirements of GAAP
that otherwise result in the ‘form’ of a transaction that does not reflect its ‘substance’ in relation

to providing information about future value.

Marques (2006) studies the value relevance (that is, the ERC) of pro forma over the three
time segments 2001 — 2003. According to Marques (2006), the market does not react to pro
forma earnings (i.e., there is no value-relevance) after the warning, but there is for firms that
disclose pro forma after Reg G. Further, “the market reacts as if the total adjustment that firms
exclude from earnings is perceived as transitory”, that is, they react as if none of the excluded

expenses have implications for the long-term future cash flows of the companies.

Further, Bowen et al. (2005) find that “1) Firms with less value-relevant GAAP earnings
tend to place greater relative emphasis on pro forma earnings, 2) Firms emphasize the metric
that portrays better performance, 3) Firms with greater media coverage are more likely to

emphasize pro forma earnings and less likely to emphasize GAAP earnings, 4) Firms decrease
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the level of emphasis on pro forma earnings and increase the level of emphasis on GAAP
earnings in 2002 vs. 2001, and 5) Greater emphasis on pro forma earnings results in a stronger
market reaction to the surprise in pro forma earnings reported in the quarterly earnings

announcement (Bowen et al., 2005, p. 1013).

In addition to pro forma having an effect on the market, the market seems to have an
effect on pro forma disclosure. Brown, Christensen, Elliott and Mergenthaler (2012) study the
relationship between market sentiment and firms’ disclosure of pro forma earnings. Brown et al.
(2012) take market sentiment to mean:

“The behavioural finance literature defines investor sentiment as optimism or pessimism

about stocks in general or when investor beliefs about future firm value deviate from
current fundamental information.” (p. 2)

Brown et al. (2012) suggest that there is anecdotal evidence that pro forma earnings use
tracks stock market bubbles, which they also relate to investor sentiment, with investor sentiment
influencing both stock market bubbles, and pro forma earnings use in bubble periods. Brown et
al suggest that in times of investor optimism, firms are more likely to report pro forma earnings,
as they are less subject to scrutiny. When investors are pessimistic, they are less likely to accept
information without scrutiny, and therefore firms are less likely to report a pro forma number

when investors are generally pessimistic about stocks in general.

Brown et al. (2012) side-step the question of management intent, but further investigate
management’s own sentiment and its effect on firms’ pro forma disclosure. They find that, as
investor sentiment increases, that is, investors become more optimistic, managers’ disclosure of

pro forma earnings increases. As both sentiment and pro forma use increases, so does the
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exclusion of both recurring and non-recurring expense from the pro forma number, and the
emphasis on the pro forma number (by increasing the prominence of it in the earnings
announcement). Brown et al. (2012) suggest that management’s action “at least partly reflects

opportunistic motives.” (p.2)

Focusing on a specific category of market actor, representing “sentiment”, a significant
number of CFO’s view analysts as the most important group for setting their firm’s stock price
(Graham et al., 2005: 51). Relating analyst coverage to disclosure practices, Lang and Lundholm
(1996) suggests that:

“Firms can attract analysts, improve the accuracy of market expectations, reduce

information asymmetries and limit market surprises by adopting more forthcoming
disclosure practices.” (p. 468)

Sharing this sentiment, Anantharaman and Zhang (2011) finds that when firms lose
analyst coverage, they will “...take costly actions such as increasing guidance to recoup losses of
analysts” (p. 1853). This demonstrates not only the importance of analysts, but also further
establishes the management belief that increased communication directed towards analysts will

encourage their attention.

While managers appear to vie for analysts’ attention, Barker (1998) finds that they
typically do not have extraordinary confidence in financial analysts’ valuation ability. Finance
managers assumed the role of “communicators”, expending a lot of effort to ensure that the
company is properly understood by analysts in terms of its “key valuation messages.” (Barker,

1998, p. 8).
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The analysts do, however, seem to have an influence on firm disclosure in general, and
pro forma earnings in particular. Doyle, Jennings, and Soliman, (2013) study whether managers
opportunistically define pro forma to meet or beat analyst expectations. Doyle et al. (2013)
suggests that “...managers use the discretion afforded them in defining non-GAAP earnings to

achieve this benchmark [to meet or beat analysts’ forecasts]”.

For Doyle et al, “opportunistically defining non-GAAP earnings” is taken to mean
“reclassifying some actual recurring expenses as non-recurring expenses”. They start from the
perspective that pro forma should only exclude zero/transitory persistence items, and, when
acting with the intent to address analyst expectations, management will exclude enough expenses

with permanent persistence items to meet/beat the forecast.

Doyle et al., (2013) further clarifies Black and Christensen’s (2009) findings from an
examination of hand-collected pro forma earnings data from press releases, that demonstrates
that the most frequent exclusions from GAAP net income to arrive at an pro forma are 1)
research and development expenses, 2) depreciation and amortization, and 3) stock based
compensation. These exclusions are also correlated with beating earnings benchmarks that

would have been missed under GAAP net income.

The influence of financial analysts on the decision to disclose pro forma earnings is well
examined, and may be continuing to drive its use, as the practice of reporting pro forma earnings
continues. According to the most recent KPMG survey of financial reporting in the mining
industry:

“Of the 25 companies surveyed, 11 disclosed some measure of adjusted net earnings.

Several items were adjusted for by almost all companies, including impairment of long-

lived assets, gains or losses and one-time charges for acquisition and disposal of assets,
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and tax-related items. Several companies also adjust net earnings for unrealized gains or
losses on financial instruments, foreign currency gains or losses, and impairment of
available for sale investments.”

(KPMG, 2014, p. 66).

The influence of analysts is not, however, the only factor that must be considered in the
examination of pro forma earnings. Concerned with the various factors that influence
managers’ presentation of voluntary disclosures, Isidro and Marques (2015) investigates the
institutional factors of different countries that influence the use of pro forma earnings to meet or
beat analysts’ benchmarks. Starting with managements’ self-interested “strategic” intentions, the
paper studies three earnings benchmarks demonstrated in prior literature to suggest the presence
of this self-interest: meeting analysts’ expectations (Black and Christensen, 2009), avoiding
reporting a loss (Walker and Louvari, 2003) and showing growth in profits relative to the
previous year (Lougee and Marquardt, 2004). Isidro and Marques (2015) finds:

“a greater likelihood of disclosure of non-GAAP numbers that meet or beat earnings
benchmarks when the GAAP number misses the target in countries with efficient laws

and law enforcement, strong investor protection, developed financial markets, and good
communication and dissemination of information.”

(Isidro and Marques, 2015, p. 96)

These findings suggest that, within these “developed financial markets” there is more pressure on
managers to meet earnings targets. That is, the qualities of the societies within which these
markets operate influence the market, which in turn influences the companies’ reporting
decisions. Further, the market pressure resulting from these conditions leads managers to

exclude more of the type of expenses that would be considered value-relevant:

“...managers in countries with developed institutional and economic conditions are more
likely to exclude recurring expenses such as R&D, depreciation, and stock-based
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compensation expenses from non-GAAP earnings, a practice that has been associated
with aggressive financial reporting.”

(Isidro and Marques, 2015, p. 96)

The high-level societal influences seem to culminate in the influence on management,
stemming from the market, and manifest in the incentive for managers to meet market

benchmarks, in terms of financial analysts’ projections.

Examining the individual, organizational, and societal influences on manager’s voluntary
reporting decisions Neu (1992) examines the effect of the isomorphic pressures suggested by
institutional theory (Dimaggio and Powell, 1987). Whereas Isidro and Marques (2015) is still
strongly influenced by the Positive Accounting Theory notion of managers’ individual
incentives, and how regulatory environments mitigate those incentives, Neu (1992) considers the
social factors in addition to the economic factors suggested by the opportunistic hypotheses of

Positive Accounting Theory.

Neu (1992) suggests that Positive Accounting Theory informed studies are limited in
their focus on economic variables that assume self-interested management. The focus on
compensation, contractual, and regulatory variables is seen by Neu to neglect the many
contextual variables relevant to managers’ actions at the individual, organizational, and societal
level. Employing institutional theory informed notions of the isomorphic processes (Dimaggio
and Powell, 1987) driven by powerful others, normative influences, and responses to uncertainty,
Neu adds these variables to a regression analysis that includes his operationalizing of the PAT
variables. Neu (1992) studies the influence of these variables on corporate managers’ voluntary
disclosure decision of whether to include an earnings forecast in an initial public offering

prospectus.
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At the individual level, Neu suggests that influences on managers’ disclosure choices
include the web of relations in which the mangers function, the normative influences of industry
norms and professional association, and the presence of “powerful others” who control resources

upon which the organization, and ultimately the managers are dependent.

At the institutional level, he extends the powerful others to expand the “resource
dependency” of the organization and recognize the market as a whole, as well as recognizing
authority relationships such as regulatory agencies and governments. To these he adds the force
of uncertainty, where the managers look outside the organization for guidance when unsure of

what direction to take, or how to achieve goals.

At the societal level, Neu recognizes the embeddedness of economic relations in social
relations suggested by Granovetter (1985), recognizing the “social and community norms” that
govern behavior, and serve to guide the opportunistic economic behavior postulated by PAT

along acceptable paths to self-interest.

He finds that, while the economic variables do explain part of the decision to include an
earnings forecast in the prospectus, they do not explain everything, as the social variables have a

stronger correlation to the decision.

2.2.3 Conclusion and research direction

A salient feature of much of this research is the implication that the interaction between
firm managers and external actors, regulators, and the market has an effect on the disclosure
decisions of managers. This suggests that the extant literature suggests an opportunity for

enhancement from a detailed examination of the process that considers the different influences
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on the financial reporting decision in order to answer the question of how pro forma earnings are

calculated and presented in the financial disclosure that is communicated to the market.

In addition to textual vehicles for communicating information to the market, much of the
communication of information takes place in the form of a dialogue. The next section examines
perspectives on methods for communicating financial results that are interactive in nature:

private meetings and conference calls.

2.3 Communication — Interaction between managers and analysts

An important accompaniment to the release of the quarterly and annual reporting package
is an earnings announcement, highlighting and summarizing the financial results. Barker (1998)
suggests that managers believe “that the announcement of the final results is of significantly
greater valuation relevance than the publication of the annual report and accounts.” (Barker,
1998, p. 8). A significant follow-up activity subsequent to the release, for both management
(Bowen et al., 2002) and financial analysts (Groysberg and Healy, 2013), is the conference call
to discuss the results. Contact with management has been shown to be very important to
financial analysts (Marston, 2008). In a survey of financial analysts, Brown et al., (2015) find
that the second and third most important determinants of their earnings forecast are, respectively,
private communication with management, and earnings conference calls. According to Brown et
al., (2015), some analysts report having private contact with management five to six times a year,
in private meetings, site visits, and telephone calls. Similarly, regular analysts’ conference calls
have become common voluntary disclosure mechanisms for North American public companies
(Bushee et al., 2003; Matsumoto et al., 2011). The increasing frequency of interaction between

managers and analysts has led to regulation governing the interaction, aimed a leveling the
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playing field over what was considered an unfair information exchange.

In the US setting, the interaction between public company managers and the market is
governed by Regulation “Fair Disclosure” (Reg FD) (SEC, 2000). This regulation’s prohibition
on selective disclosure prevents managers from giving material non-public information to select
investors and analysts before it is publicly released. Reg FD therefore has implications over the
conduct of private meetings and conference calls. Reg FD does not preclude private meetings,
but ideally, the information conveyed in these meetings will not contravene Reg FD. Similarly,
the information conveyed in conference calls will not include anything that has not been included
in the preceding financial information release and earnings announcement, and further, analysts,
investors, and the media will not be excluded from the call. Despite this regulation, private and
public interaction between managers and analysts has been increasing (Anantharaman & Zhang,
2011), suggesting that it is important to both managers and to analysts. In the next two sections |
examine relevant research investigating pertinent aspects of this private meeting and conference

call interaction.

2.3.1 Private Meetings

Much of the extant research is whether private meetings convey information to the
attendees when Regulation Fair Disclosure (SEC, 2000) limits selective disclosure
(Anantharaman & Zhang, 2011; Soltes, 2014). Building on this question, the private meetings
have also been of interest to researchers offering an interpretation of the purpose of the meetings
beyond the notion of ‘information exchange’ (Barker et al, 2012; Roberts et al, 2006). To
investigate this phenomenon, Barker et al., (2012), and Roberts et al., (2006), examine private

meetings between management and institutional investors, including analysts, and Soltes (2014)
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examines the private interaction specifically between management and financial analysts.

Barker et al. (2012) identifies a paradox: according to capital markets research, if
financial information is to be useful to investors, it must contain some information about a firm’s
future cash-flows. Also, the efficient markets hypothesis suggests that all public information is
rapidly incorporated in the share price, and therefore public information is of no use to investors.
Barker et al.’s UK regulatory setting is similar to North America where disclosure of material
non-public information is prohibited in these meetings. The reasons for attending private
meetings, for both management and investors, must therefore be something other than

information exchange.

Barker et al, (2012) conduct interviews with corporate managers and investors, and
observe the meetings between them. Barker et al finds three explanations for the paradox, and
related reasons for attending the meetings: the financial economics-based notion of information
as that which is price sensitive is too limiting; institutional investors don’t act according to the
notions of rationality assumed by capital markets researchers; and investors gain a reputational

benefit from being seen as having exclusive access to managers.

That the investors claim that the meetings are one of the most important sources of
information has two implications for the authors: First, the meetings convey a certain confidence
on the investors about their ability to assess management, conflicting with the accepted notion of
rationality. This indicates that the investors are not acting rationally in the strict sense. Second,
if the investors are able to attain superior investment results based on the information they gain
from these meetings (unobservable in the study), the notion of rationality is too limited. At any

rate, the first implication suggests that there is some sort of effect on the investors; but the
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authors cannot determine what that effect is from their analysis.

The authors’ third explanation also suggests that there are significant effects of the
interaction. The investors enjoy a reputational effect that indicates that one of the primary
reasons for attending the meetings is not related to the investors’ valuation activities. The
interaction serves a more intangible effect than an investment result: it serves to build the

investors’ network.

Roberts et al. (2006) also observe these private meetings, and focus a Foucauldian lens on
the interaction, in an examination of the disciplinary effects of the meetings, and the implication
of the meetings in the circulation of the idea of ‘shareholder value’. Rather than considering the
information content, the authors are concerned with the effect that the meetings have on
managers and the organization. The investors’ information gathering is not seen to be related to
the practice of valuation and investment decision making, but as a disciplinary technique for

subjecting management to the forces of shareholder value.

The managers’ pre-meeting preparation, the meeting itself, and the managers’ subsequent
decisions driven by desire to attain shareholder value, are part of a process where these forces are
exerted. The managers know they will be scrutinized in the meeting, so they begin to self-
discipline in advance of the meeting. In the face-to-face meeting they are scrutinized in terms of
their proclivity for serving shareholder value. After the meeting, the managers carry the
subjection to shareholder value with them to their organizations, and make decisions aligned
with the idea of shareholder value, such as cost cutting measures to increase net income.

Further, the decisions are justified and supported with reference to shareholder value.
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Soltes (2014) examines proprietary records of private interaction between managers and
financial analysts in order to determine what type of analysts pursue private interaction with
managers, and whether or not these interactions provide any information that the analysts can use
in their earnings forecasts. Soltes finds that analysts who interact privately are similar to those
analysts who interact publicly in conference calls, but also that they interact not only with
executive management (the CEO and the CFO) but also with various levels of middle- to upper-
management. These interactions fostered a close relationship between the analyst and the

managers, leading to the analysts introducing managers to institutional investors.

Soltes (2014) regresses whether an analyst interacts privately on a number of analyst
characteristics (number of firms covered, years as an analyst, time covering the company, all-star
status, forecast frequency, prior meetings, and buy/sell/hold recommendation). The regression
results suggest that analysts that are more likely to interact privately with managers are those that
cover relatively fewer firms, have less experience as an analyst, and exert more effort in terms of
forecast frequency. The analysts that publish a buy recommendation for the company are also

more likely to seek private interaction.

Regarding the reasons why analysts seek private interaction, Soltes (2014) examines
analysts’ published reports, and categorizes the stated reasons for writing the report. Soltes also
examines the analysts’ earnings forecasts for indications of change to the forecast resulting from

private interaction.

A small number of the stated reasons for writing the report referred to specific private
interaction, indicating that the analyst used the interaction to base the report on, but suggests that

it is perhaps the anticipated increase to the analysts’ reputations derived from an apparent
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superior access to management that is the driving factor behind the report.

Soltes analyzed the analysts’ forecast error after the private interaction, comparing it to
the last forecast before the private interaction, to determine whether or not the private interaction
improved the analysts’ forecasting abilities. Soltes also examined the time lag between the
private interaction and any subsequent change to the forecast, to determine how significant the
interaction was in terms of the effect on the forecast; i.e. whether the analyst immediately
changed the forecast based on the private interaction. Soltes finds that there was an insignificant
improvement in analysts’ forecast error after the private interaction, and there was an average
twenty-six day lag between the meeting and the forecast change. Soltes takes these to mean that
there was no material information exchanged in the private interaction. If there was, Soltes
assumes that the analyst would update the forecast immediately, and that there would be an

improved forecasting ability.

Notwithstanding the inability of analysts to accurately forecast, which has been well
established (Cowles, 1933; Bradshaw, 2011), Soltes’ (2014) results suggest that there are reasons
for the meetings other than analysts improving their models by acquiring firm-specific

information advantage, otherwise analysts would not seek this private interaction.

The notion that information is only useful if it allows the projection of future cash-flows
is exemplified by Soltes (2014), and a foundational assumption of capital markets research
(Kothari, 2001). Barker et al. suggest that this notion is too limiting, as it neglects the subjective
assessment of management that is done in person in private meetings. This subjective
assessment can affect the investors’ investment calculation, as well as having an effect on

management, as suggested by Roberts et al., (2006).
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There also seems to be an effect on the investors, related to Barker et al.’s observation
that the investors don’t behave in the purely rational way assumed by economic theory (Fama,

1970, Shleifer, 2000).

One common factor demonstrated by Soltes (2014), Barker et al., (2012) and Roberts et
al., (2006) is the effect that these meetings have on the participants. This suggests that, in
addition to information exchange, the interaction between managers and investors, including
analysts, there is a degree of influence exerted by both parties on each other. This influence

seems to be similarly exercised in the more public conference calls, discussed next.

2.3.2 Conference Calls

Prior to the enactment of Regulation FD (SEC, 2000) conference calls were closed
events, with management discretion over who was allowed to participate (Bushee et al, 2004).
Since Regulation FD opened access to the calls to all investors, analysts, and the media,
researchers have been able to make better use of what is now a public record. Research on
conference calls largely examines the information that is conveyed during the call, and its effect
on share price (Bowen et al, 2002; Bushee et al., 2004; Matsumoto et al., 2011). Much like the
research on private interaction, information in conference calls is largely examined in terms of its
persistence and relatively fewer studies examine the calls in terms of other qualities, such as
management deception (Larcker and Zakolyukina , 2012), the differences in tone between

managers and analysts (Brockman et al., 2014) or the types of participants (Mayew, 2008).

Matsumoto, Pronk, and Roelofsen (2011) investigate the usefulness of the conference
calls, breaking the call down into two sections: the beginning of the call where management

offers opening comments, and the question and answer discussion, where management fields
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questions from the participants. At the beginning of the call, management makes comments,
usually referring to the earnings release, but also often expanding upon that disclosure. A
question and answer period follows, where managers filed questions from call participants.
Matsumoto et al., (2011) examine conference call transcripts for start and end times of each of
these two sections, and then measure abnormal returns on intra-day trading during each segment
as a proxy for the informativeness of each segment. They find that the discussion segment of the
call is more informative, and further, this increases with the number of analysts following the
company. While the paper does not examine the actual textual content of the call for the
qualities of the information that is associated with this increase, it does demonstrate that the
interaction between management and analysts during the call is a significant activity that is

associated with changes in the share price.

In order to examine the effects of the fair disclosure regulations governing the calls,
Bowen, Davis, and Matsumoto (2002) studied the period prior to Regulation FD, and the effect
of the conference call on financial analysts’ performance. The nature of the information released
during the call was an important issue in the study, which tried to answer whether the purpose of
the call was to “increase disclosure” or it was just a “new method” of presenting information that
was readily available from other sources (p. 286). Disclosing new information before it was
available to the market would give the analysts who were allowed access to the call an

information advantage over other investors.

Bowen et al. (2012) found that the call improved the forecast accuracy of the analysts
who were allowed access, and, further, that analysts with weaker ability seemed to benefit more

from this access, suggesting that conference calls increase the information available to analysts,
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thus they should be understood as “information increasing” in nature. The authors make a
strong case for the regulation of the calls, and the timely dissemination of information to all

market actors.

Turning to the qualities of the participants, Mayew (2008) suggests that certain types of
analysts ask questions in conference calls: analysts that issue downgrades or unfavourable
assessments have their access to management limited during the call, and ask fewer questions.
Mayew finds that this is mitigated by the analyst’s prestige, and that more prestigious analysts
are able to get away with criticizing management, and still access them in the conference call.
Analysts who provide more favourable assessments seem to enjoy greater access to ask their

questions in the conference call.

This literature suggests that there is some value-relevant information released during the
call, but that regulation FD seems to have reduced it. The value of the information seems to
come from the interaction between the analysts and management, and amongst the analysts. The
extent of the relationship between managers and analysts seems to have an influence on the

information as well.

2.3.3 Conclusion and Research Direction

Research studying the private and public interaction between management and analysts
demonstrates that they exert influence on each other through this interaction. The study of
information content has shown that there are incremental information gains, and that the
interaction between management and the analysts, and amongst the analysts themselves, is an
important aspect of what is taken as information. A contribution to this literature would examine

the processes through which the content of interaction becomes taken as information.
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Both public and private interaction has been studied as discrete events. The extant
literature, however, has not investigated how that interaction plays out before and after the call,
and what activities the analyst and managers engage in, and how the interaction might influence,
and be influenced by, these activities. To contribute to the insights already gained, it would be
useful to study the process before, during, and after the call. A description of the management
and analyst activity prior to the call, how they interact during the call, and the effects on financial
reporting and analysts’ models after the call would 1) provide a thorough description that seems
to be lacking in the mainstream accounting literature, and 2) allow an examination of how the
process of interaction is carried out throughout the process of reporting — communication —
financial analysis. This seems to be associated with how the information is used by the call

participants. The use of information by financial analysts is discussed next.

2.4 Information use: Financial Analysts

2.4.1 The importance of financial analysts

Financial analysts are recognized as important market actors (Bradshaw, 2011), and have
long been considered significant users of accounting information (Horngren, 1955; Schipper,
1991). They are thus important actors of study in accounting, both to academic researchers and
to accounting standard setters (IASB, 2010). Analysts have also been considered important
research subjects by academic disciplines outside accounting, as important actors, who influence

organizations and managers.

In accounting research, analysts are considered important research subjects because of
their role in analyzing and interpreting financial information, and in providing their analysis and

interpretation to other important market actors, such as institutional investors (Brown et al.,
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2015). Kothari (2001) noted the importance of analysts’ forecasts to capital markets research in
accounting, used in setting a benchmark for market expectations to which earnings
announcements are compared, and share price movements are gauged. From this research
perspective, an analyst’s job is to provide investment analysis:

“Financial Analysts are an integral part of the capital market, providing earnings

forecasts, buy/sell recommendations and other information to brokers, money managers
and institutional investors.” (Lang and Lundholm, 1996, p. 467)

As discussed above, in Section 2.3, however, analysts are also thought to exert influence
over the managers and companies they follow (Barker et al., 2012; Roberts et al., 2006) and
researchers have focused on analysts themselves (Zuckerman, 1999; Zajac and Westphal, 2004)
and as part of a group of market actors that includes institutional investors like equity fund
managers (Zorn, 2005). In economic sociology-based research, analysts are also important as
cultural actors, and the relationship to the information that they produce is of interest
(Wansleban, 2012; Knorr-Cetina, 2011). At the intersection of economic sociology and social
studies of science and technology (Vollmer et al., 2009) analysts have also become the focus of

empirical research on processes of calculation (Beunza and Garud, 2007).

The vast research on analysts has examined their function as an information processing
market intermediary, the types of information they use as inputs to processes in their models, the
calculations they perform in their models, the output of the models, and the effect of their
analysis on the companies they follow. Despite the research focus on analysts of many finance,
accounting, and organizational studies academics, and the many knowledge gains provided by

this focus, however, much of what they do in practice is still not completely understood.
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Ostensibly, the analysts’ job function is to study companies and determine the investment
potential of their securities. Groysberg (2013) suggests this encompasses a number of activities,
including producing a research report, servicing clients, and “marketing” the companies they
cover. When it comes to valuing public companies’ shares, two predominant approaches to
equity valuation are technical analysis (CFA Institute, 2008, V1: 503) and fundamental analysis
(ibid, V5: 115). Technical analysis, also known as charting or Chartism (Preda, 2007; Roscoe
and Howorth, 2009) involves analyzing historical stock market data to identify recurring patterns
in stock prices over time. Chartists identify trends of systematic price movements believed to
affect share prices (regardless of specific firm characteristics). These analysts make
recommendations based on technical indicators that suggest share prices will increase (or
decrease, with respect to short-selling), and ignore the ‘fundamental’ value of an individual

company.

Analysts who employ fundamental analysis focus instead on the financial performance of
a specific company, in the context of macroeconomic conditions, and its industry characteristics.
The practices that fundamental analysts employ in performing a valuation of a company involve
creating a model of the intrinsic value of a company, a quite different model from those involved
in charting. Consistent with the theoretical bases of finance and financial economics, both the
professional community (CFA, 2008; Fogarty and Rogers, 2005), and the academic community
(Bradshaw, 2004) endorse fundamental analysis as the more valid approach to calculating equity
values.

The curriculum of the CFA Institute suggests that a three-step process is the most
effective way to perform this valuation (CFA Institute, 2008, V5: 117). Taking a “global

perspective”, this process begins with an analysis of individual countries’ economies and
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securities markets. This analysis directs the analyst to specific industries whose relative
prospects are the most appealing, and finally, to specific companies within attractive industries.

The company analysis involves developing a model based on the analysts’ assumptions
about future performance. The analyst is encouraged to incorporate the company’s financial
information into a forecast, typically, of earnings, cash flows, or both, adjusting GAAP and non-
GAAP figures to project the future of the company (Givoly et al., 2009). This is then discounted
to the present using a Net Present Value calculation to derive a current “intrinsic” value of the
company, which can be compared to the current market price of the firm’s equity to determine
the potential opportunity for future returns.

Much of the research on analysts focusses on one aspect of this process, the earnings
forecast. Bradshaw (2011) suggests that this focus “obstructs the growth in our understanding of
analysts’ role in the capital markets.” (Bradshaw, 2011, p.3). This observation, which reiterates
similar early criticism from Schipper (1991) and Brown (1993) has led to attempts to explore the
practices of financial analysts beyond that of forecasting (Beccalli et al., 2014; Lawrence et al.,
2015).

In order to situate my dissertation within the relevant literature on analysts I begin with a
select examination of specific aspects of the extant literature on financial analysts, beginning
with the different perspectives on the roles they serve. I then examine relevant papers that
investigate the inputs to the analysts’ models, how they conduct their calculation, consider the
effect of information content, presentation, and format on their modelling, and then turn to
current knowledge of the modelling process itself. I end with a discussion of the literature that

examines analysts’ effect on the management and companies that they follow.
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2.4.2 The role of the analyst in the capital market

The role of analysts in the capital markets has been described as an intermediary function
(Healy and Palepu, 2001; Lang and Lundholm, 1996), where analysts process information from
public companies for the market. This may be, in part, due to the growing complexity of

corporate financial reporting.

This function seems to be necessary. Lehavy, Li, and Merkley (2011) studied the effects
of financial reporting “readability” on the behavior of sell-side analysts. Finding that less
readability of a firm’s 10Ks is associated with a large number of analysts following the firm,
greater effort in the analysts’ reporting, and higher informativeness of their reports, Lehavy et al.
(2011) suggests that analyst serve an important function in helping the market make sense out of
complicated financial disclosures. Similarly, Li (2010) suggests that there is an increasing
demand for analyst services for firms with “less readable communication” (Li, 2010, p. 155).
This intermediary function, also espoused by Kothari (2001) and Healy and Palepu (2001),
seems to be an important one, as Abdolmohammadi et al.,(2006) find that analysts supply the

market with a “broader range of information” (p. 376) than is available in financial statements.

Bradshaw (2011) defines analysis as

“...the process through which the analyst considers a company’s strategy, accounting

policies, historical financial performance, future prospects for sales and earnings growth,

and ultimately a valuation and purchase or sell recommendation.” (p.5)

Providing an overview of what is assumed to be the process of financial analysis,
Bradshaw provides a schematic of the analyst decision process, depicting it as beginning with a

coverage decision, to information search, analysis, and subsequent formal and informal

communication of that results of that analysis.
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He goes on to conclude that “for the most part research methods do not really measure
the most interesting part of the schematic, which is the analysts’ analysis” (p.6), which he
describes as a “black-box” (Bradshaw, 2011, p.7). This is similar to conclusions made by
Bradshaw in previous papers (Bradshaw, 2004, 2009), and by Ramneth et al., (2008). These two
conclusions are relatively recent, but echo what has been an ongoing criticism of the extant
literature (Schipper, 1991).

Despite the earliest findings of research on analysts (see Cowles, 1933) demonstrating
that analysts do not serve as consistently accurate ‘forecasters’ of security prices, the accounting
and finance literature has tended to assume financial analysts serve a function as processors of
financial information, and much research has focused on the forecasting aspect of the analysis
process. This focus is the result of the perceived greater usefulness of analysts’ forecasts,
compared to time-series’ analyses as a benchmark in capital markets research (Kothari, 2001).
Capital markets researchers use the analysts’ forecast as a proxy for market expectations of
corporate earnings led to a complementary interest in its preparation, and use of financial
information inputs.

Much of the research on financial analysts’ use of accounting is concerned with the idea
of its informativeness, in terms of its earnings persistence or relationship to future cash flows in
order to build a model of a company to forecast its performance. This has been addressed in the

literature from the perspective of “earnings forecasts”, and “valuation models”.
b

2.4.2a Earnings Forecasts

The literature concerned with the development of the earnings forecast has demonstrated
that analysts seek information from numerous sources; the rely on different types of information

at different stages of their analysis; both financial and non-financial information is useful, but
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non-financial information may be incorrectly interpreted; the complexity of information affects
the ability to use it, in terms of volume, presentation, and technical intensity; analysts may prefer
non-GAAP measure to GAAP measures, but this, too, is subject to the various effects previously

noted.

Certain GAAP-based figures are useful, in analyst’” work, particularly financial statement
measures (de Jong et al., 2009) but often only with significant adjustments (Previts et al., 1994;
Maines et al., 1997). GAAP-based accounting figures may be used only at early stages in the
forecasting process (Bouman et al., 1995), and other information inputs may be more useful at
subsequent stages of modelling. The complexity of the accounting information affects users’
ability to utilize it, and analysts are no exception (Lang and Lundholm, 1996; Plumlee, 2003).
Further, under some conditions, pro forma earnings figures may be more important to analysts
than earnings calculated under GAAP (Bradshaw and Sloan, 2002) and this may be attributed to
their informativeness (Lougee and Marquardt, 2004) but may also be related to cognitive effects
(Frederickson and Miller, 2004; Elliott, 2006). The types of information that analysts use is
important to researchers, as a direct link form their analysis to their recommendation is assumed
(Bradshaw, 2004).

The use of accounting figures is supplemented by various other types of qualitative and
quantitative data, obtained from company sources (Rogers and Grant, 1997; Christensen et al.,
2011) and from industry sources (Simpson, 2010). Brown and Tucker (2011) find that analysts
do not, however, use Management’s Discussion & Analysis for information, suggesting the
variability of information sources, and the conflicting evidence in the extant research.

GAAP net income appears to be widely used, mainly as a screening technique, prior to

initiating coverage when analysts are selecting companies to follow, to eliminate companies
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before time consuming in-depth analysis is performed (Bouwman et al., 1995). Once coverage
has been initiated, the analysts seem to rely on GAAP-based earnings information, but make
adjustments to it (Previts et al., 1994; Maines et al., 1997) in order to make it useful for their
forecasting purposes. Similarly, Barker (1999) finds that information provided by the companies
is “considered to be very important”, and in particular, “Accounting information...is clearly
influential” (p. 204).

GAAP-based income statement measures seem to be the most important information,
rather than balance sheet information: de Jong et al. (2009) suggest that GAAP earnings is the
most important measure used by analysts, with revenue and free cash-flow second and third,
respectively. However, the complexity of the information, in terms of both how complicated the
accounting standards are, and how hard it is to obtain the information (financial statement line
items versus note disclosure) adversely affects the ability of analysts to retrieve the information
they need, and to use it effectively (Lang and Lundholm, 1996; Plumlee, 2003). Analysts often
make numerous adjustments to earnings information to remove non-recurring items’, and to
disaggregate the information. Analysts are often more strict on which expenses and revenues are
‘non-recurring’ than accounting rules allow, and analysts disaggregate information to a greater
level than required by GAAP (Bouman et al., 1995).

Analysts appear to rely on other measures, where some of this adjusting work is already
done for them. De Jong et al. (2009) suggest that pro forma earnings rank number four in terms

of importance to analysts, and other research suggests that analysts rely on these non-GAAP

’ De Jong et al. (2009) suggests that analysts actually have a preference for corporations that manage earnings, thus
keeping net income ‘smooth’ year over year. Analysts seem to have a hard time deciphering earnings management
that is done through accounting accruals, however, and prefer it to occur through the timing of management
decisions (de Jong et al., 2009: 22)
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figures (Bradshaw, 2002; Gu and Chen, 2004), and may actually prefer them to GAAP-based
earnings (Bradshaw and Sloan, 2002).

Bradshaw and Sloan (2002) explore what they call the growing rift between GAAP
earnings and ‘street’ earnings®. The authors find that the analysts are more likely to use the
‘street’ figure in their forecast calculation than the GAAP figure, and that this increased attention
placed on the Street figure is a result of a “(financial) reporting strategy of firm managers”. The
authors find a preference by analysts for modified versions of earnings, as opposed to net income

as defined by GAAP.

Some of the preference for pro forma earnings may be the result of unintentional
cognitive effects of the analysts (Elliott, 2006). It has been shown that the characteristics of the
information presentation, such as primacy and presentation of the information, may act on the
user. The effect of presentation was demonstrated by Frederickson and Miller (2004), in their
study of the use of pro forma earnings explored how the presentation in the Regulation G
reconciliation influences the users of pro forma earnings. In a between-subjects design
experiment, Elliott (2006) found that the reconciliation led professional financial analysts to
place more reliance on the pro forma earnings in judging the earnings performance of a public
company.

Bradshaw (2011) suggests that the research focus on the earnings forecast takes this to be
the main representative activity of analysts, and suggests that this focus is misguided because
this activity is tangential to most of the analysts’ activities. Noting the attractiveness of analysts’
forecast data to researchers, due to its ready availability, ease of processing, and minimal cost,

Bradshaw nonetheless criticises its use as a proxy for the output of the analysts’ role in the

% Bradshaw and Sloan (2002) use the term ‘street earnings’ interchangeably with ‘pro forma’ earnings.
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capital markets. He suggests that, while a lot has been learned from this narrow focus, the
investigation should be expanded both empirically and methodologically: researchers should put
more effort into opening up the “black-box™ of analysts’ practices, and they should use
complementary methodologies to do so.

Bradshaw’s (2011) criticism has spurred further research to try to open this black box. In
response, Brown et al. (2014) conducts a questionnaire and interview based study to provide
insight into analysts’ information use, earnings forecasts, and stock recommendations, and the
influence of their compensation on these activities. Further, Beccalli et al., (2015) also attempts
to learn more about how analysts process information by studying the “speed, magnitude, and
information content” of analysts reactions to different releases of non-financial information.

Brown et al., (2014) use a questionnaire survey of 365 analysts, followed up with 18
interviews, to learn more about the inputs to analysts’ forecasts. Whereas much of the extant
literature has examined inputs and had to make assumptions about the intervening processes
between them and the forecast output, the authors attempt to reveal more about the modelling
and valuation process as inputs to the forecast. Brown et al., (2014) thus focus on the information
inputs, the analysts’ contact with management, beliefs about earnings quality, and perceptions
about what signals financial misrepresentation.

Brown et al.’s (2014) findings offer more insight into the earnings forecast, and the
various inputs to it, but more work could be done on the actual valuation models themselves,
which Brown et al. do access through their questionnaire and interviews.

Similarly, Beccalli et al., (2015) provides more insight by indirectly studying analysts’
information processing inputs and capabilities. The study focusses on analysts in the

microprocessor industry, known for the significance and complexity of its technical information
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releases, and investigates whether different types of information are processed differently and at
different speeds by financial analysts. The focus on the microprocessor industry allows for the
separation of different types of information: periodic and timely, and technical and financial.
Starting from the position that different pieces of information may complement rather than
substitute for each other, they begin by separating ‘periodic’ information, that which is issued
regularly, into financial (for example quarterly and annual financial reports) and technical (for
example product reports with information such as chip size, or processing speed). The authors
distinguish the two types of periodic information from ‘timely’ technical information, that
which is disseminated in news web-based news releases, and has to do with new products, new
markets, and technological advancements.

With the belief that technical disclosure is harder for analysts to digest than financial
disclosure, Beccalli at al. suggest that this disclosure will impact information processing of
financial analysts. Using earnings forecast revisions as a dependent variable, Becalli et al., (2015
finds that analysts are slower to react to timely technical disclosure than they are to periodic
financial disclosure, and that technical and financial disclosures complement, rather than replace
each other. These findings shed some light on the relationship between information inputs and
earnings forecast revisions, but more could be said about the “how” of analysts’ information
processing in order to satisfy Bradshaw (2009, 2011) and Ramnath et al., (2008).

The result of research on the inputs suggests that GAAP income measures are of limited
use to financial analysts, however, inputs to valuation models are myriad and largely “context-
specific”. Much of this research has used the indirect approach, relying on the earnings forecast

as the output of analysis to research the inputs, and is therefore subject to the persistent criticism
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that the context specific practices of financial analysts are not usefully studied from large
sample, proxy-based studies (Schipper, 1991; Ramnath et al., 2008; Bradshaw, 2011).

Recognizing that an archival approach, while enjoying the benefit of generalization, is
somewhat limited in its ability to identify the actual practices of financial analysts (Ramnath et
al.,2006) some research has tried to get a better understanding of the analysts’ analysis by
investigating the types of calculation used in their modelling.

2.4.2b Models

Accounting scholars tend to study the valuation model from the premise that there should
be a logical connection between the analysts’ forecasts and the recommendations contained in
their reports. While Bandyopadhyay et al. (1995) suggest that a connection between earnings
forecasts and price forecasts exists, other research on that connection is conflicting, and the
results contradict with how finance and economic theory suggests analysts should behave, and

what tools they should use.

Like Bandyopadhyay et al., (1995) much of the research suggests that analysts may not
always be calculating in the way that academics suggest they should. For example, Block (1999)
suggests that many analysts don’t believe in the prevailing finance theories, nor do they use the
valuation techniques that those theories endorse. Bradshaw (2002) finds that, rather than the
espoused valuation methods, analysts may employ simple heuristics’ to derive a valuation, and
the resulting recommendation may not be consistent with the target price that would have been

indicated by the valuation model.

7 While Bradshaw (2002) does not define what he means by ‘heuristic’, he seems to equate ‘heuristics’ with methods
that do not conform to prevailing finance theory. This theory suggests the use of variants of the discounted cash
flows method of valuation. Bradshaw’s notion of a ‘heuristic’ is the use of a relatively unsophisticated method, such
as the Price-Earnings/Growth ratio that he finds is more closely associated with the target prices derived by the
analysts.
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Investigating the assumption that analysts’ recommendations are based on a valuation
model that indicates a target price, Bradshaw (2002) tests the degree to which analysts disclose
the resulting target prices to support a recommendation. Bradshaw (2002) finds that analysts
tend to disclose target prices only when the price actually does support the recommendation.
When the target price, as calculated by Bradshaw, indicates a price that conflicts with the
recommendation the analyst had made, Bradshaw finds that there is no reference to a calculated
price in the analyst’s report. He suggests that this implies that there may not be a strict
correspondence between the earnings forecast, the valuation model, and the recommendation.
Indeed, Bradshaw (2002) suggests that the target prices reported by the analysts tend to be based
on a simple Price-Earnings-Growth ratio, rather than the present value models assumed by
finance theory: “...it appears that analysts use their earnings forecasts in a relatively
unsophisticated manner, relying on simple heuristics to derive valuations.” (Bradshaw, 2002, p.
40, emphasis added).

Bradshaw (2004) further develops these findings, studying the “direct link” (i.e.,
represented by the valuation model) between analysts’ earnings forecasts and the resulting
recommendations in their reports. Bradshaw (2004) uses four variations of valuation models,
and using the analysts’ earnings forecast as an input, compares the resulting valuations to those
in the corresponding analysts’ reports. Finding large discrepancies, in contradiction to accepted
finance theory and prior academic research (Womack, 1996), Bradshaw (2004) suggests that
there must be ‘heuristics’ used in practice that affect valuations, in addition to the espoused
valuation methods.

Barker (1999), through survey, observation, and semi-structured interviews, explores the

work of analysts and fund managers. His work is mainly focused on the use of different
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valuation techniques, rather than the modelling process itself. He concentrates on dividends, and
the use of the dividend discount model, with the notion espoused by finance theory that dividend
should be considered by as one of the primary determinants of current share value. His results
suggest that analysts (in the UK, in the nineties) predominantly use price-earnings ratios,
dividend yields, and price-cash flow calculations in their valuations (Barker, 1999, p. 200).
Further, he suggests that the dividend discount model that he was initially interested in, and
Discounted Cash Flow calculations, are not considered particularly useful by his sample of
analysts.

Similar to Bradshaw (2004) and Demirakos et al., (2004), Barker, 1999 suggests:

“A strong finding, however, is that both analysts and fund managers favour valuation

models that use limited data (i.e. PE, dividend yield and PCF) in preference to their more

sophisticated counterparts (i.e. DDM and DCF).” (Barker, 1999, pp. 202-203
Barker’s (1999) results are based on extensive fieldwork observation and interviews with
analysts and fund managers. The study makes no mention, however, of observing or examining
the (presumably) extensive modelling that is done prior to the output that is used in the ratios he
examines, and provides the values that are discounted to the present in the DCF calculation. The
outputs examined are pieces of the models that the analysts may employ, but direct observation
of the extensive calculations that make these up are not mentioned in his study.

Suggesting that they are overcoming the subjectivity inherent in Barkers’ (1999)
interview- and observation-based study, Demirakos et al. (2004) use a content analysis of
analysts’ reports to investigate the models used. Demirakos et al., (2004) reinforce Barker’s
(1999) findings, and demonstrate that analysts overwhelmingly rely on simple P/E ratios to
support their recommendations. Relying on the output of the model as chronicled in the

analysts’ reports is somewhat removed from the modelling practices of analysts, and their result
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may not be more substantive than they claim Barkers’ is, due to the lack of direct examination of
the analysts’ models.

In contradiction to these studies, Frederickson and Miller (2004), however, suggest that
in a laboratory setting, analysts demonstrate well-defined valuation techniques, based on
earnings multiples or cash-flow analysis, and make decisions supported by these models,
presumably due to familiarity with such models in their work.

In an update and continuation of Barker’s research, Imam, Barker, and Clubb (2008)
extend the study of the use of various valuation techniques by financial analysts. They find that,
since prior studies, Discounted Cash Flow techniques have been widely adopted, and yet there is
still widespread use of “unsophisticated” techniques, like using PE ratios. Imam et al. (2008)
also extends the examination beyond Bradshaw (2004) and notes the importance of the analysts’
“social and economic context and motivations” on their valuation practices, suggesting that there
are a number of interaction-based influences on the modeling process.

When conceptualized as calculators of uncertain future states, analysts engage in an
information search, where accounting information is important at early stages, but must be
significantly modified for the analyst to make sense out of it. Analysts’ intervening practices,
however, remain something of a black-box (Ramnath et al., 2008, p. 35). The information that
they utilize in their valuation models, and the elements of the valuation model itself, seems to be
highly variable. Research is conflicting on what type of information analysts prefer as inputs to
the earnings forecasts that drive their valuation models. Further, the methods of equity valuation
that analysts perform appear to be inconsistent with what extant finance theory suggests are

appropriate.
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With the conclusion that most analysts do not use present value techniques (Block, 1999),
and the overwhelming reliance on simple Price to Earnings (P/E) multiples and variations thereof
(Bradshaw, 2002; Demirakos et al., 2004), the empirical limitations of the studies such as Barker
(1998) and Demirakos et al (2004), and the apparent change in practice over time identified by
Imam et al. (2008) we are still faced with the question posed by Ramnath et al. (2006): “If
analysts’ valuation judgments do not conform to finance theory, what models do analysts use to

convert their forecasts into value judgments?” (Ramnath et al., 2006, p. 328).

2.4.3 Influence on Companies and Managers

The importance of analysts’ intermediary role serves to render financial analysts
somewhat influential, and some sociological literature has investigated the effects of the analysts
on the management and companies that they follow. Westphal and Clement (2008) stress the
importance of studying socio-political dynamics in the interactions between analysts and
management of the companies they cover. Knorr-Cetina (2010, and 2011) studies analysts’ focus
on information in terms of an epistemic culture, and Beunza and Garud (2008) note the
importance of analysts in further study of calculative practice, and the social processes which

affect them.

The culture of analysts has also been investigated from a sociological perspective, with a
focus on the information that they produce (Knorr-Cetina and Preda, 2005; Knorr-Cetina, 2010,
2011; Wansleben, 2012).

The intermediary role has also been depicted in terms of professionalization (Fogarty and
Rogers, 2005). The investigation into analysts’ activities in this literature has, rather,
demonstrated that the calculative practices of financial analysts may be ‘loosely-coupled’, or

even ‘de-coupled’ (Meyer and Rowan, 1977; DiMaggio and Powell,1983) from both the
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representation of the practices, and the theoretical premises for this representation (Fogarty and
Rogers, 2005). Fogarty and Rogers (2005) suggests that analysts’ reports largely contain the
views of company managers, rather than ‘analysis’ of these views on the part of the analysts,
implying that analysts don’t really calculate in the way suggested by many accounting and
finance researchers.

Extending the analysis to the effect of the role the analyst plays in the market, this
literature conceptualizes the analyst as reinforcing company categorizations. Serving a function
much like that of a product critic (Zuckerman, 1999, 2004; Zuckerman and Rao, 2004; Zajac and
Westphal, 2004), the analyst categorizes companies, thereby defining and legitimating their
congruence with accepted roles, so that the market audience can make sense out of them. The
companies will take pains to conform to the category (Zorn, 2005) by changing their structure.
Failure on the part of the companies to conform to accepted categories or roles could result in a
lack of coverage by financial analysts (Zuckerman, 1999), with the resulting obscurity leading to
discounted share prices.

Investigating the “social processes that produce penalties for illegitimate role
performance”, Zuckerman (1999) studied the securities prices of companies that were unable to
attract analyst followings. Diversified companies that did not fit easily into categories of
industry segments, and are thus harder to analyze, suffered a discount on their shares due to lack
of coverage by analysts.

Between the mainstream literature notion of intermediary, and the categorization
literature’s critic, Beunza and Garud (2007) examine the function that analyst’s perform as one

of “frame-making”. This perspective builds on the critics literature, which is largely based on
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notions of categorization (They conceptualize the purpose of analysts’ work is to construct a
frame of a company that represents it in relation to a category, an analogy, and a key metric.

Focusing on how analysts perform their calculations, Beunza and Garud (2007) contends
that insufficient attention has been paid to the uncertainty that analysts face, and how it
influences the practice of financial analysis. Referring to “Knightian” uncertainty, named after
Frank Knight’s description. Beunza and Garud (2007) investigate how analysts calculate when
faced with significant, but limited, information about uncertain future states.

They address the calculative process, and the “herding” literature, which focuses on
behaviour they call “lemming”-like, where, in response to the uncertainty faced in calculating
uncertain future states, the analysts copy each other. To Beunza and Garud, this herding view
bypasses the calculative process that analysts must engage in. Institutional investors use, and
possibly rely on the analysts’ work: their industry expertise, their models, and their reports.
There must, therefore, be more to analyst’ practices than simply the resulting buy/sell/hold
recommendation and target price. They investigate this by examining the “frame” that certain
analysts build, and that is taken up by other analysts.

Beunza and Garud’s notion of the frame, which includes a category, an analogy, and key
metric, uses Michel Callon’s notion of calculation (Callon, 1998b, discussed further in Chapter
3) and also serves as a bridge between the mainstream financial economics-based literature and
the social theory-based administrative science and economic sociology literature. Beunza and
Garud (2007) thus builds on the “critics” literature that relies on notions of categorization.
Beunza and Garud suggest that categorization is surely part of what analysts do, but it is not all
that they do: analysts construct a frame of a company that allows them to determine what they

will include and exclude in their valuation, and thus conclude their calculation in spite of the
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uncertainty they face. Beunza and Garud include this categorization in the frame, as the
analysts must determine to what group of companies the target company belongs. Within that
category the analysts must find an exemplar of the characteristics of that category, which is the
analogy. The key metric of the target company is then the one suggested by the exemplar. This

allows them to complete the forecasting suggested by much of the mainstream literature.

2.4.4 Conclusion and research direction

Despite the large body of research, of which the above is only a select sample, there is
still much to learn about the calculative practices of financial analysts. As stated by Bradshaw
(2011):

“The tenor of most studies is that the researchers are interested in how analysts perform

their tasks. However, with few exceptions, none provide direct evidence on how analysts

go about generating forecasts or making stock recommendations. The problem appears
to be a preference for archival research, which is subject to data and methodological

constraints.” (p. 33)

Bradshaw goes on to suggest that “alternative” research methodologies should be considered in
the effort to penetrate the “black-box” of analysts’ analysis. Beunza and Garud (2007) adopts
such an alternative strategy, relying on Callon’s (1998b) notion of framing. Beunza and Garud
(2007) provides interesting insight into the various factors considered in the frame, and its
various parts. Considering how analysts influence companies, and how managers influence
analysts, however, this frame making cannot be considered a process that analysts conduct on
their own. The influence of collective forces of their context, for example the managers, the
markets, the other analysts and investors, must be considered in the analysis.

Further unpacking Beunza and Garud’s contribution, the notion of the key metric seems

to be representative of the interface of accounting and finance. The selection of the key metric
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must certainly be inter-related with categorizing and analyzing. To extend the application of
framing in research on the calculative processes, an investigation of the determination of the key
metric, from the many available performance measures, as a collaborative effort would
contribute to both the mainstream literature, which is concerned with how analysts choose
information, and what they choose, and the social-theory based literature that takes the influence
relationships and their effects as its focus.

The research direction to come of this examination is therefore to investigate how
analysts determine which information they will use, that is, how they determine the key metric.
This process must be examined in relation to the devices and individuals implicated in the
process. I take as an initial direction, then, to investigate how analysts calculate in collaboration

with the market, the managers, the information, other calculations, and the models they must use.

2.5 Summary and Research Questions

These studies indicate that there is a strong relationship between the companies and the
analysts that follow them. As they interact, the information seems to evolve, as does the use of
it. As managers turn to pro forma earnings and exclude recurring and non-recurring expenses,
the analysts seem to try to anticipate this, and prepare their models of the company accordingly.
As they are ultimately unable to completely anticipate which exclusions are made, they somehow
adjust for them after the firms’ results have been communicated, with a resulting muted effect on
the share price. These studies suggest, and leave room for, an examination of the mechanism
that the companies use to anticipate which exclusions they should take, and the activities of the

analysts in their anticipation of these exclusions.

Much of the research that examines financial disclosure, information exchange, and use

by analysts and investors is conflicting, and methodologically somewhat removed from the
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actors’ practices. The financial analyst literature begins with the notion that analysts serve an
important information function in the capital market. If so, then the examination of the process
through which they perform their analysis is key to understanding what they do, and what
information they use to do it.

The disclosure literature’s point of departure is that there are benefits to firms that
effectively utilize mandatory and voluntary disclosure. While accounting research has provided
a large body of research in terms of ‘what’ is disclosed, there remains the need for an
examination of how information is calculated, presented, and communicated.

What remains to be investigated are the “how” and “why” questions that extend and
augment the above findings. The direction taken from the extant literature leads to three research
questions: How do managers prepare financial reports, and in doing so, how do they determine
which items will be adjusted, calculated, and presented as pro forma earnings? How do managers
communicate financial results to financial analysts? And how do analysts use financial
information in their valuation models of a company?

Focusing on the disclosure of pro forma earnings, the voluntary disclosure literature will
benefit from an examination of the processes that management uses to generate their pro forma
disclosures. This literature will also benefit from an examination of how the interactions
between analysts and management result in a depiction of the firm. And the literature on
analysts’ use of information will benefit from an examination of a specific case of financial
analysts who gather data and use it in their models.

The investigation of these questions requires three things: 1) a different theoretical
perspective that recognizes the complexity of information and the effect of its context, and the

interaction of many different actors within the context; 2) an expanded notion of ‘calculation’;
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and 3) a different methodological approach that engages the empirical site where controversies
are settled through interactive practices. The theoretical perspective on information and the
notion of ‘calculation’ are discussed in the next chapter. The methodological position for
approaching a case that examines the financial reporting process from preparation and
publication of financial reports, communication to analyst, and the use of the information by

analyst in their models is discussed in Chapter 4.
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Chapter 3 — Theoretical Direction

3.1 Introduction

How to theorize action and inter-action in financial markets, where new information is
constantly available, reliance on technology is rampant, and conditions change rapidly? Knorr-
Cetina (2011) identifies the temporary nature of financial information in this environment, and if
it is stabilized as knowledge at all, this stability is quickly made obsolete by new information.
This suggests that the stock valuation work of financial analysis can be thought of as an ongoing
process of stabilization, uncertainty, and re-stabilization.

Beunza and Garud (2007) suggest that the stabilization of calculation when faced with
uncertain future states, and many possible outcomes, is the biggest task facing financial analysts.
The ability to do this work depends upon the analysts’ ability and tools, and yet analysts don’t
seem to conduct this process alone. The work of corporate managers, in the preparation of
financial information, seems to be intertwined with the processes of the users of that information
as, identified in the previous chapter, analysts and managers influence each other throughout.

Operationalizing a theoretical basis for the interaction of various actors in a financial
market seems to require one that considers calculation of value, mobilization of various
heterogeneous actors, and multiple ways of doing so, to stabilize, if even momentarily, a
valuation that is in constant fluctuation as new information flows (Knorr-Cetina, 2011) into the
interaction. This perspective sees information as an accomplishment, resulting from the
collaboration of many heterogeneous actors (Vollmer et al., 2009), and constituted by the
theories and devices implicit in that collaboration that intervene in the result (Hacking, 1983).

This chapter makes the argument for theorizing the empirical study of this dissertation as

one of distributed “financial cognition”. As per Vollmer et al., (2009):
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“The notion of ‘financial cognition’ draws attention to the processes of interactive

knowledge production and the roles that cognitive schemas — in combination with

technical instruments, financial models, specific room layouts, group interactions etc. —

play in the formation and execution of investment and trading strategies.”

(Vollmer et al., 2009, p.621).

That this cognitive process is distributed conceives financial analysts’ equity valuation as an
interactive process that includes heterogeneous actors such as managers, prior calculations,
prices, theories, and commodities that are brought together to form a representation. That
representation is a “collective”, or network, of these actors, thus an “actor-network™ (Latour,
1987, 2005). Within this collective, the devices that are used, including formulae, spreadsheets,
and models, are important, as are the graphical outputs (including cost curves, prices, tables, etc.)
they produce. These devices, conceived as “boundary objects” (Star and Greisemer, 1989; Briers
and Chua, 2001), “mediating instruments” (Miller and O’Leary, 2007), and more recently as
“market devices” (Muniesa et al., 1987) may form part of the collective, and participate in the
action, forming a hybrid-collective, assemblage, or socio-technical agencement of people and
tools (Callon, 2005). The graphical representations, or inscriptions (Latour, 1987; Robson,
1992), produced by the devices describe this network; the inscriptions produced represent parts
of the network, but many of the prior calculations, other tools, and efforts of people become
“black-boxed” (Latour, 2005) as their efforts become stabilized and this taken for granted in the
representation, be it a table, or a figure, or a price.

The process of calculation is seen within this collective formation as one where the
properties of a company are encapsulated in the valuation of the company’s shares, and this

value is more than a representation of objective qualities. It is the result of the settlement and

acceptance of a number of uncertainties and assumptions, or translations, along the way. This
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process requires collaboration and agreement, and is dependent upon prior calculations becoming
stable and constituted.

Equity valuation is seen here as a process of calculative framing, and the collaborative
effort of framing results in the “objectification” and “singularization” of the company, which
renders it calculable (Callon and Muniesa, 2005). “Objectification” suggests an agreement upon
the qualities represented, and “singularization”, that this agreement is done in such a way as to be
amenable to calculation (Callon and Muniesa, 2005). Framing is a process of taking the various
qualities and arranging them in the formation of an entity to which a value can be assigned, that
is, a result extracted. This process of detachment, association, and extraction (Callon and
Muniesa, 2005) requires the assembling of various actors into a network representing the result,
and stabilizing all of the uncertainties that they bring with them.

This conception of calculation is based on the sociology of translation, suggested by
Actor-Network Theory, which provides a guide for the analysis of collective formation among
diverse actors (Callon, 1986; Latour, 1987; Law, 1986). Suggestions have been made for the
usefulness of the ANT approach to the study of accounting phenomena (Lounsbury, 2008), and it
is the application of translation-as-calculation suggested by Callon (1998b) that is relevant to the
study of financial markets (Callon, 1999) and financial cognition within them (Vollmer et al.,
2009).

The discussion of the theoretical basis for this dissertation proceeds in this chapter by
first examining the sociology of translation (Callon, 1986), and the suggestion that understanding
the process requires an appreciation of boundary objects (Star and Greisemer, 1989). The
advancements of this work towards the study of markets is then discussed, with the conception of

information as a collaborative achievement of distributed financial cognition, and the
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implications of the notion of performativity of theory (Callon, 2007; Vollmer et al., 2009) with
an explication of calculation, or “framing” (Callon, 1998b), within a socio-technical agencement
(Callon and Muniesa, 2005; Callon and Law, 2005; Hardie and MacKenzie, 2007). I then
discuss how this notion has been applied to the work of financial analysts (Beunza and Garud,
2007), and how Beunza and Garud’s (2007) conception of frame-making can be applied to my
study, and how my study can contribute to extending the theory by narrowing the empirical focus

to components of the frame.

3.2 Forming Collectives — The Sociology of Translation

The sociology of translation is an encompassing term for the Actor-Network Theory
(ANT) advanced by Bruno Latour, Michel Callon, and John Law (Law, 1999). According to
Callon, the point of concern is “...the capacity of certain actors to get other actors — whether they
be human beings, institutions or natural entities — to comply with them...” (Callon, 1986, p.
201). The focus of ANT is therefore the process by which ideas are sustained by their
progenitors, and come to be accepted as facts by their audiences (Gendron and Baker, 2005).
The acceptance as fact comes from a collective forming around the idea, described as a “network

of support” by Gendron and Barker, (2005):

“An idea gains in acceptance when it is increasingly perceived as relevant and natural in
solving certain problems to which individuals or groups are (allegedly) confronted. A
network of support of people and resources then solidifies around the idea.”

(Gendron and Baker, 2005)
Thus conceived, financial analysis can be explored as a process where the various

qualities of a company, and the indicators of its financial performance become accepted as valid

representations of the company, and thus included in the calculation of the company’s value.
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During the process of financial analysis, the conditions for momentary stabilization of these
qualities provide the possibility for establishing a calculative frame of possible intermediaries
that can be arranged in a calculative space to perform the calculation. All of these have links to
prior calculations, which simultaneously provide possible “conduits”, or “overflows” (Callon,
1998b) to other possible calculated values (prices, rates, volumes, etc) that could have resulted in
other possible outcomes.

The value that results is based on chains of prior settlements, leading to an agreed upon
depiction of the company, as an object, and the quantification of the qualities that make up this
object. The next section examines Callon’s (1986) description of translation, the four moments
of problematisation, interessement, enrollment, and mobilization. The notion of boundary
object, as described by Star and Greisemer (1989), and its relationship to interessement, is then

explored.

3.2.1 Translation

Callon defines translation as a process where “the identity of actors, the possibility of
interaction and the margins of maneuver are negotiated and delimited” (Callon, 1986 p. 203).
This process is described as four “moments”, of problematisation, interessement, enrollment, and
mobilization. Describing these moments as a process might suggest progression through a
distinct and orderly succession, but the process, and the four moments, are anything but discrete
and linear, and the identification and definition of actors overlaps, and reiterates, and is
constantly in flux.

Also implicated in Callon’s translation process are various “devices” that assist
interessement, and subsequently enrollment, by stabilizing the identity of the other actors

(Callon, 1986, p. 208). These devices can be technical artefacts, but they can also be ideas,
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programmes and theories. Star and Greisemer (1989) debate Callon’s notion of interessement,
noting that there are different actors trying to translate simultaneously, and add to it the
development of “boundary objects” as a way of translation between viewpoints.

Problematization is the moment where an actor, or set of actors, attempt to define a
problem, and put forth a solution for which they want to garner support. In so doing, the actors
are defined according to their relationship to each other, and the actors defining the roles assign
an “obligatory passage point” through which the solution to the problem must pass through, thus
making them indispensable to the network of associations they are creating.

These roles, including the obligatory passage point, are “imposed and stabilized” by those
actors attempting to define the problem and solution. Callon suggests the etymology of the word
“interessement” provides an explanation: “inter” between, “esse” things (Callon, 1986), and
suggests that there are things between the actors that assist the stabilization. These things,
“interessement devices”, are those devices that pass between actors and stabilize their identity,
preventing it from being otherwise defined. These can be material technical artefacts, such as
tools, or more abstract things, such as theories and programs, “the range of possible strategies
and mechanisms...is unlimited” (Callon, 1986, p.209).

Because of this unlimited range of possible devices, a process is required to designate the
appropriate device from the set of options. Enrollment is the negotiation process through which
the device 1s designated. Once so designated, the device defines the set of roles, and attributes
them to the various actors.

Once so defined, the actors are then mobilized: “To mobilize, as the word indicates, is to

render entities mobile which were not so beforehand” (Callon, 1986, p. 216). Those entities
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serve as representatives, or “spokesmen” (sic) (ibid, p. 217) for all of the entities that precede
them, who are now silenced.

The usefulness of the sociology of translation lies in its description of how different
entities become defined and associated. The qualities of the relevant actors are described and
stabilized, and defined in relation to each other. They are taken from one context, and
reassembled in another context, in interdependence of purpose towards acceptance of a solution.
They have been detached, reassembled, and reattached, thus they form a collective around the
solution to a problem that, the definition of which has brought them, and the solution holds them
in place.

Star and Greisemer (1989) extend Callon’s notion of translation, focusing specifically on
interessement and enrollment, and the devices that assist these processes. Star and Greisemer are
concerned with how the devices become stable when there are multiple entities with their own
goals competing for designation of the device that assigns and stabilizes identities in relation to
those goals. Star and Greisemer (1989) suggests that:

“...each translator must maintain the integrity of the interests of the other audiences in

order to retain them as allies. Yet this must be done in such a way as to increase the

centrality and importance of that entrepreneur’s work....the challenge intersecting social
worlds pose to the coherence of translations cannot be understood from a single
viewpoint.”
(Star and Greisemer, 1989, p.389)
This raises the question of how multiple translations, or multiple worlds, can co-exist. To
explore this, the authors introduce the concept of the boundary object, which attempts to describe
the devices that Callon puts between actors:
“Boundary objects are objects which are both plastic enough to adapt to local needs and
the constraints of the several parties employing them, yet robust enough to maintain a

common identity across sites.”

(Star and Greisemer, 1989, p. 393)
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This definition of the devices allows for multiple worlds to exist at once, but at the same time
recognizes how they can be brought together in the collectivization that creates successive
worlds. The boundary object makes possible the chains of translations that Callon describes.
And again, these boundary objects can be tables, charts, spreadsheets, graphs, or equity valuation
models. They are recognizable, and have something of an agreed-upon definition, yet they are
adaptable to individual contexts because that definition is not so rigid so as to prevent tailoring to
those contexts.

This concept has been utilized in accounting research (see for example Briers and Chua,
2001), and has been further employed, with reference to Callon’s terminology as a device, a
“market device” (Muniesa et al, 2007) related to another of Callon’s concepts, the socio-

technical assemblage (Callon and Munies, 2005), below.

3.2.2 Hybrid-Collectives — Socio-technical Agencements

The notion of the hybrid-collective is another concept taken from Actor-Network Theory
(Latour, 1987, 2005). As noted in the previous section, ANT describes how collectives form,
thus stabilizing ideas. These collectives are made up not just of humans, as they include the
devices that hold them together, some of which are technical artefacts. Because they are made
up of both people and tools, the collective is “hybrid”. But the notion of a hybrid-collective also
denotes the inseparable nature of the human and the tool, in action. For Latour and Callon, action
takes place within these hybrid-collectives, and the person cannot be separated from the tool in

the analysis of that action.
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Within the collective there are some tools that contribute to the action, and some that
serve to hold others together, thus there are those that act, “mediators”, and those that are acted
upon, “intermediaries”.

As the use of ANT has spread, and the application and terminology has evolved, Callon
has developed the notion of the hybrid-collective into the socio-technical agencement to describe
the social (human) and the technical (artefacts) components of the actor-network, and recognize

the oftentimes inability to separate the human from the tool in the analysis of action.

3.2.2a Intermediaries

According to Callon (1991) an intermediary is “anything passing between actors, which
defines the relationship between them” (Callon, 1991, p.134). Callon identifies four general
types of intermediary:

1. Texts (Literary Inscriptions): reports, books, articles, patents and notes.

2. Technical artefacts: scientific instruments, machines, robots and consumer goods.

Stable and structured groups of non-human entities which together perform
certain tasks.

3. Human Beings

4. Money, in all its different forms.

(Callon, 1991, p.135)
In practice, there are many hybrid intermediaries, where the technical cannot be distinguished
from the human, as they act together.

“...any entity able to associate texts, humans, non-humans and money. Accordingly, it is

any entity that more or less successfully defines and builds a world filled by other entities

with histories, identities, and interrelationship of their own. This initial definition

suggests that intermediaries are synonymous with actors.” (Callon, 1991, p. 141)

However, as Callon goes on to elaborate, and as clarified by Latour (2005), just as all cognacs

are brandies, but not all brandies are cognac, all actors are intermediaries, but not all
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intermediaries are actors. Intermediaries that put other intermediaries into action are actors.
Thus there is an important distinction between intermediaries and mediators, the latter being
synonymous with an actor. This is all the more relevant when extended to texts, or inscriptions,
and technical artefacts, or devices; some inscriptions and devices act and cause action, and some
are merely placeholders (Latour, 2005) and connect but do not act.

By not acting they play no part in the translation, other than helping carry ideas. Latour
(2005) suggests that intermediaries “transport meaning....without transformation” (p. 39).
Mediators, on the other hand, “transform, translate, distort, and modify the meaning or the
elements...” (p. 39). Inscriptions and devices can be intermediaries, or they can be mediators.

When they are mediators, they are actors.

3.2.2b Inscriptions

Latour (1987) brought attention to the importance of the research reports produced by
scientists by identifying their importance as texts. In the research report, all of the work that has
been done by the scientists, and all of the decisions that were made along the way, all of the
people and tools that were enrolled along the way becomes “black-boxed” (Latour, 1987, p.131)
and taken for granted. The inscription serves to carry all of the accomplishments of the elements

that have been black-boxed, enrolling them in new accomplishments.

Preston et al., (1992) and Robson (1992) applied this idea to accounting, noting that the
quantification of elements in accounting reports, such as budgets, served to reduce differences
and controversies, thus bringing collectives together around ideas, supported by the inscription.

The relationship of these studies to the sociology of translation is that the inscription

provides the space in which the heterogeneous entities are arranged, and that accounting reports
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can be considered inscriptions in the sense that they, too, provide a calculative space in which
previously unrelated entities can be associated, thus producing a new entity. Also important are

the devices that do this, the “inscription devices”.

3.2.2¢ Inscriptions, Inscription Devices, and Mediating Instruments

Miller and O’Leary (2007) suggests that mediating Instruments link otherwise separate
domains, and actors, but as they do so they guide them, they intervene in them; they shape the
outcomes otherwise impossible without the linkage. They at once represent and intervene. In a
study of Moore’s Law, the notion that semi-conductor capacity will increase at exponential rates
over time, Miller and O’Leary study the intervention of this idea into capital investment
strategies of the semi-conductor industry. They suggest that Moore’s Law influenced the capital
investment of the entire semi-conductor industry, thus forming a market for semi-conductors that
was an outcome of the Law that predicted capacity advancements in the first place, thus driving
those advancements.

Employing Callon’s (1991) Technical-Economic Network, they identified how different
devices mediated between the technical and the economic to produce a market that was
conceived in Moore’s Law, providing an example of instruments that mediate action. In so
doing, they identified the importance of the devices that are at work that produce action, while

also implementing an early rendition of the socio-technical agencement in accounting research.

3.2.2d The Socio-technical agencement.

The actor-network (Callon, 1986, Latour, 1987), the technical economic network (Callon,
1991), they hybrid-collective (Callon, 2005), are similar terms that all refer to a collective of

actors in which action takes place. The evolution of these different manifestations of the same

72



idea has also recently been called the socio-technical agencement (Callon, 2005) and has become
the favoured term (Callon, 2007; Muniesa et al., 2007), and has been employed in the study of
market actors (Hardie and MacKenzie, 2007). The term socio-technical agencement (STA
henceforth) will be used here, as it is not only the most recent, but also the most relevant term for
the study of action in financial markets, such as the action studied in this dissertation, and will
help understand the notion of calculation as distributed financial cognition, discussed below.

Muniesa et al., (2007) suggests that certainly the STA in its most basic meaning denotes a
“display, assemblage, arrangement” (p.2), that is, a set of heterogeneous elements assembled in
some physical or virtual space. But the term also suggests that set of elements acts collectively
when so arranged. Callon (2005) uses the French word ‘agencement’® :

“...to stress the fact that agencies and arrangements are not separate. Agencements

designate socio-technical arrangements when they are considered from the point view of

their capacity to act and to give meaning to action.”

(Callon, 2005, p. 4)

Hardie and MacKenzie (2007) suggest that retaining the French word also maintains a subtle
word play better than the English equivalent ‘arrangement’, as it suggests the agency of this
arrangement, its ability to act. Thus the elements come together, or they are put together, and act
together. The action serves to put elements that were separate and distinct for many reasons, e.g.
legal, physical, social, and cultural, into a space where they are assimilated, and the qualities that
defined their separation are now redefined to support their arrangement together, and together
they carry and support ideas that are now accepted as facts. Callon calls these processes
convergence, alignment, and co-ordination (Callon, 1991). Convergence suggests the

construction of a “unified space for incommensurable elements” (Callon, 1991, p. 133), and

% Agencer — to arrange, or assemble a group of elements.
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consists in alignment and coordination. Alignment is a process of translation where two or more
elements are defined by an intermediary, and coordination is the assembling of those
intermediaries in a unified space. Convergence suggests the success of the STA, as the more
aligned and coordinated the STA, the more its elements work together, the less its status as an
actors is in doubt and the more successful the translation (Callon, 1991).

The notion that a successful translation relies on the processes of disentangling,
assembling, and re-entangling a heterogeneous set of elements in a unified space has been
applied to the idea of calculation as a collective effort that does just that. The next section
explores the relationship of the socio-technical agencement to distributed financial cognition and

action, and performativity.

3.3 Calculation as distributed cognition and the performativity of calculation

The suggestion that action takes place in collectives extends to cognition, described as
“distributed cognition” (Vollmer et al, 2009). Whether it is budgeting (Preston et al., 1992),
capital investment (Miller and O’Leary, 2007), the development of performance measurement
techniques (Qu and Cooper, 2011) or the popularity of the sociology of translation itself in
accounting research (Gendron and Baker, 2005), action, and therefore decisions, are made in
collectives.

Extended to capital markets, calculation can be thought of as distributed “financial
cognition” (Vollmer et al., 2009):

“The notion of ‘financial cognition’ draws attention to the process of interactive

knowledge production and the roles that cognitive schemas — in combination with

technical instruments, financial models, specific room layouts, group interactions, etc. —
play in the formation and execution investment and trading strategies.”

(p. 621)
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The decisions that actors make in financial markets can then be considered a collective endeavor,
made possible by the various tools that they use, and the interaction among market participants.
This definition suggests the importance of inscriptions and devices, in the formation of an STA.
The recognition of the importance of financial economic theory supporting the various tools and
decisions in capital markets also suggests that attention should be paid to the “performative”
aspects of the intervention of theory in the devices and action in markets.

Performativity (Callon, 1998, 2007; MacKenzie, 2009) denotes the intervention of theory
into processes of representation, identified earlier by Hacking (1983). This illuminates the
importance of the theories that underpin technical processes, such as the best practices of
financial analysis discussed in the previous chapter, in informing the way in which elements
should be arranged in a calculative space. For example, the normative claims made by the
efficient markets hypothesis (Fama, 1970), and agency theory (Jensen and Meckling, 1976) to
name but two influences on finance theory, serve to intervene in the outcomes of investment
decisions by directing the action of the actors making those decisions. Exemplified by the study
of the Black-Scholes option pricing model (MacKenzie and Millo, 2003), theory can direct how
the arrangements of heterogeneous elements in calculative space are configured, thus intervening
in the outcomes based on the calculations performed in that calculative space.

When the implications of financial cognition and performativity in the calculative
processes are considered, the calculation is seen as a collaborative accomplishment among actors
forming a collective, and one that whose formation is assisted by a number of inscriptions and
devices. This perspective on calculation has been described by as “framing” (Callon, 1998b,

Callon and Muniesa, 2005; Beunza and Garud, 2007), discussed in the next section.
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3.4 Calculation and Framing

Callon’s conceptualization of calculation in economic markets echoes the ANT processes
of disentangling, assembling, and re-entangling heterogeneous elements in a space where they
can be acted upon; Callon and Muniesa suggests that calculation thus conceived is a three step
process:

1. “First, in order to be calculated, the entities taken into account have to be detached. A
finite number of entities are moved, arranged and ordered in a single space.

2. Once they have thus been sorted out, the entities considered (taken ‘into account’) are
associated with one another and subjected to manipulations and transformations, still in a
very material sense, as in the case of a mechanical calculator.

3. A third step is necessary to obtain an accomplished calculation: a result has to be
extracted. A new entity must be produced (a sum, an ordered list, an evaluation, a binary
choice, etc.) that corresponds precisely to the manipulations effected in the calculative
space and, consequently, links (summarizes) the entities taken into account. This entity is
not new, in the sense of springing from nowhere; it is prefigured by the considerations
described above. But it has to be able to leave the calculative space and circulate

elsewhere in an acceptable way (without taking with it the whole calculative apparatus).”

(Excerpted from Callon and Muniesa, 2005, p. 1231)

In order to calculate, problematization, interessement, enrollment, and mobilization (Callon,
1986) must occur. The nature of the problem has to be defined, and the solution set, or “finite
number of entities”, those relevant to the calculation, have to be arranged in a space. Within this
space, the entities’ identities are defined; similar to interessement, the various elements’
relevance to the calculation has to be assigned. During enrollment, where the entities are subject
to manipulations and calculations, the devices and inscriptions that represent the work of the
elements become important, and concomitantly developed as with the devices of interessement
and enrollment discussed and debated by Callon (1986) and Star and Greisemar (1989). The
entities must then be mobilized, put into action in a space where the identities are governed by

rules that guide behavior and outcomes, and lead to an extractable result.
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Key to these three steps, and somewhat in summary of them, are the processes of
objectification and singularization (Callon and Muniesa, 2005, p.1233) through which the
properties of the calculable entity that define it as an object are limited, and the object can be
defined in terms of the set of those properties. These are required in order for a value to be
assigned.

“To understand this... one has to bear in mind the twofold constraint weighing on a

product if it is to become a good: that of objectification (it has to be a thing) and that of

singularization (it has to be a thing whose properties have been adjusted to the buyer’s

world, if necessary by transforming that world.”

(Callon and Muniesa, 2005, p. 1234).

Similar to the processes described in the ANT roots, these processes of calculation require a long
string of translations, where the properties of the calculable entity are gradually defined, and all
of the work of the various actors that are brought together becomes black-boxed, and the singular
object becomes an identifiable entity upon which a value can be placed, and which can circulate
in other domains, i.e., the stock market, in the case of financial analysis.

Callon has also described this process as framing (Callon and Muniesa, 2005), and its
applicability to the study of financial markets:

“Financial markets also provide many examples of such framing...a good becomes

singularizable, and thus calculable, only after this operation of extraction, translation and

reformatting.” (Callon and Muniesa, 2005, p. 1235)

Framing a calculable space denotes the establishment of boundaries within which calculation can
take place. Within these boundaries, actors implicitly agree to conduct themselves according to
certain behaviours, some of which have been explicitly stated, as in terms of securities

regulations, and some of which have been established by prior experience, such as conference

call etiquette. Within these boundaries certain furnishings, devices, and activities have been
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delineated as acceptable for acting within the calculative space, and the outside world has been
temporarily suspended.

Callon (1998b) notes his debt to Goffman (1974), for both the ordering rules of behavior
and the agreement on space to act and how to act within it, while suspending but realizing the
enduring presence of a world outside the boundaries of the framed space. Similarly, when
determining the set of entities that are to be taken into account in calculation, the links of those
entities to prior calculations, devices, and actors are set aside, but they cannot be “abolished”.
Callon has called these connections overflows (1998b), and builds upon earlier identification of
“punctualization” (Callon, 1991, p. 52), those connections to the outside world where their effect
could have generated a different result by taking the translation in a different direction.

The identification, measurement, and containment of these overflows are crucial to the
ability to calculate. If we follow Callon’s (1998b) suggestion that:

“The actions within the frame are prepared and structured by the equipment, the

theoretical statements, the skilled persons...the procedures and reports...each of these

elements, at the very same time as it is helping to structure and frame the interaction of
which it more or less forms the substance, is simultaneously a potential conduit for

overflows.” (p. 254)
then how these overflows can be contained must be explored. Callon suggests that in order to
contain them, they must be identified and measured, which is no easy task, especially when faced
with the uncertainty of future outcomes:

“For calculative agents to be able to calculate the decisions they take, they must at the

very least be able to a) draw up a list of possible world states; b) hierarchize and rank
these world states; c) identify and describe the actions required to produce each of the
possible world states. Once these actions have become calculable, transactions and

negotiations can take place between the different agents.”

(Callon, 1998b, p. 260)
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The ability to identify and measure overflows, and thus for calculation to take place, depends
upon the identification of intermediaries (boundary objects, devices, etc) that cross the
boundaries of the frame, making connections to the overflows, but also pacifying the
uncertainties and possible conduits associated with them. These various intermediaries
“punctuate” the calculation, as points of possible departure that have been “domesticated”, with
the possibilities of other states muted, or “black-boxed”.

This conception of framing as disentangling, rearranging, and re-entangling and the
containment of overflows has been applied and expanded upon empirically by Beunza and Garud

(2007), in the study of financial analysts, discussed next.

3.4.1 Frame-making

Using Callon’s (1998b) notion of the calculative frame, Beunza and Garud (2007)
explores the construction of “the internally consistent network of associations, including (among
others) categories, metrics and analogies.” (Beunza and Garud, 2007, p.26). In order to study
how frames are constructed, the authors break the components of a calculative frame of financial
analysis into a category, an analogy, and a key metric. Motivated by research on analysts that
suggests they behave as “critics” who reinforce accepted categories for role performance
(Zuckerman, 1999; Zajac and Westphal, 2004) and the implications of that perspective
considering the case of Amazon.com, Beunza and Garud (2007) suggests that, in order to
evaluate what was at the time a new business model, the dot.com, the authors are concerned with
financial analysis when faced with uncertain future states. The authors suggest that the analysts
do more than reinforce existing categories, although that is part of their activity in analyzing a
company as they first have to identify what existing category the company resembles. But in

addition to that, they also must determine what is the appropriate ideal type exemplar or analogy
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within that category, which helps define the appropriate performance measure, or key metric, for
the company.

With Amazon, the categorical questions had to do with whether or not it was more like a
bookstore, in which case Barnes and Noble would be an appropriate analogy, and net income
would therefore be the appropriate metric, or whether it was more like a tech company, in which
case Dell Computers would be the exemplar, and a focus on revenue would be more appropriate.

Beunza and Garud (2007) examines the financial analysts’ reports for an indication of
how the analysts perform their calculation, and suggests that, key to the analysts function is the
ability to construct a frame that is convincing, and thus conclude calculation. This is dependent
upon the ability to disentangle, rearrange, and re-entangle the appropriate measures, while at the
same time identifying and measuring possible overflows. Beunza and Garud (2007) suggests
that the notion of framing is an insightful lens through which to examine the production,
communication, and use of accounting information, but also that expanding and extending the

analysis would provide more insight into how this is truly a collaborative process.

3.5 Conclusion

The related concepts of inscriptions, inscription devices, framing, and socio-technical
agencement are suited for the analysis of financial cognition in capital markets. The interaction
between financial analysts and management in the preparation and presentation of accounting
results, interaction in communicating them, and interaction in equity valuation seems to be a
process that is rife with actors and devices, theories and models, values and prices, ensconced in
the uncertainty of trying to determine which elements will help predict unknown future states. In
order to conclude calculations the numerous overflows must be identified, their impact assessed,

and their connection to entities outside the frame contained. This requires numerous devices
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involved in trains of calculations that translate the available entities. As Beunza and Garud

(2007) demonstrate, the notion of framing is useful for theorizing this process.

In order to build upon and extend this notion, however, it would be useful to open up the
analysis to more of the actors and their tools that are involved in the calculation process, for,
certainly the analysts don’t construct this frame in isolation. Beunza and Garud necessarily
focus on one part of the process, empirically supported by the available data, the analysts’ report,
which is surely an important text. However, the prior calculations and models, the interactions
with management, and the financial statements that produce the sources of those key metrics
seem to all be important instruments in the process, the examination of which would serve to
expand and extend the investigation into frame-making. This also requires consideration of the
devices involved that help to hold the actors together in a socio-technical agencement that
performs the calculation.

The ‘market device’ (Muniesa et al., 2007) and the socio-technical agencement (Muniesa
et al, 2007) usefully represent an arrangement of actors, domains, practices and instruments.
This arrangement brings together people and tools that act in concert to produce ideas that are
taken as facts. This concept, as applied to financial markets, is useful as a way of
conceptualizing financial analysts’ valuation models: these models bring together these actors,
domains, theories, and technologies (Miller and O’Leary, 2007) to construct a representation of
market value. But these are not the only devices, as the conclusion of calculation within these
models depends upon previous devices in the string of calculation in the construction of value.

Conceptualizing the construction of value as enacted in calculation has important
implications for equity valuation modelling. As Lépinay and Callon (2009) demonstrate in their

study of financial derivatives, “...the economic value of goods and their measures are nothing
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but the series of chains of derivations created by the transactional formulae.” (Lépinay and
Callon, 2009, p. 261, emphasis added). While equity valuation is commonly thought to reflect
the value of a security, the suggestion that the calculation of value creates (or ‘performs’) the
value, rather than discovering it, is applicable to these processes. In this sense, the equity
valuation derived by the analysts” models can be considered a construction of the underlying
financial economic theory underpinning the process and the prior devices, much as a calculation
of underlying value.

In bringing together heterogeneous elements, the ‘market device’ (Muniesa et al, 2007)
combines theoretical, technological, and calculative tools with their users. It serves as a way of
understanding the importance of technology; ‘technology’ in the sense of automated systems, but
also in the sense of ‘tools’ such as accounting, and analytical methods (e.g. Net Present Value
Methods, Economic Value Added analysis, Residual Income calculations, etc.). The market
device links various theories, interests, actors and agencies, and facilitates a relationship between
them where one might not exist in its absence (Miller and O’Leary, 2007°).

Conceptualizing financial analysis this way envisions a distribution of agency, as the
analyst, management, inscriptions, and devices act in concert in the practice of calculation,
producing a “calculative agency’:

“Calculative agencies are not human individuals, but collective hybrids.... These
agencies are equipped with instruments; calculation does not take place only in

human minds, but is distributed among humans and non-humans.” (Callon and
Muniesa, 2005, p.1236)

? In employing the concept of the market device, Miller and O’Leary refer to the socio-technical arrangement
defined by Callon (1998b) as a ‘mediating instrument’ (Miller and O’Leary, 2007: 707). Miller and O’Leary (2007)
predates Muniesa et al., (2007), however, the concept employed is very similar to that espoused by Muniesa et al.
(2007) and shares essentially the same theoretical basis, albeit employing different terms.
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Allowing for the distribution of agency to the human and the analytical tool, and studying
accounting as part of this collective hybrid device, offers a more elaborate understanding of the
role of the valuation model and its effects on analysts’ decisions. Some of the elaborations that
are encouraged through the use of this concept include the investigation of how a model may
guide interaction between the analysts and the companies they follow, how the model influences
the information that is sought and that is provided, how that information is modified and
excluded or included in the model, and how the resulting valuation is represented in the analysts’
reports. Examining such elaborations is important because of the implications for how
accounting information is presented, distributed, modified, discussed, defended, and sometimes
defeated.

Utilizing this theoretical perspective illuminates an understanding of the empirical study
in this dissertation by 1) providing a way of understanding the processes of interaction that leads
to calculation; 2) understanding how calculation is a form of translation, and how information
comes to be knowledge through culmination of a series of linked calculations; and 3) making
sense out of the process through which, as calculations are stabilized, the previous calculations
upon which they depend are black-boxed, and the resulting inscriptions helping define and

stabilize the object of calculation.
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Chapter 4 — Methodology

4.1 Introduction

As discussed in Chapter 2, extensive research on financial reporting and its use has
offered insight into many aspects of the process, but, as suggested by both Kothari (2001) and
Bradshaw (2011) there is more to learn about the processes of financial reporting and financial
analysis. Much of what can be learned takes place at the “interface between accounting and
finance” (Hopwood, 2009). It is at this interface where “the financial practices whose
functioning is so often intertwined with that of the economic and financial calculations that we
call accounting” (Hopwood, 2009, p.550), coalesce.

At this interface, however, the context-specific tasks of both managers and financial
analysts are complex. While much has been gained from quantitative studies that investigate the
financial reporting outputs of managers (Kothari, 2001), and the calculative outputs of financial
analysts (Ramnath et al., 2008) the practices of these actors may be too complex to allow the
simple, coherent explanations favoured by quantitative methodologies (Searcy and Mentzer,
2003). Both Graham et al., (2005), and Bradshaw (2009, 2011) call for alternative
methodologies to add to the extant research in these two areas. In this chapter I outline a
qualitative approach, based on interview and qualitative analysis, to learn more about the
practices of managers and analysts, and the interaction between the two.

Successful examples of effective case-based and qualitative research in finance and
accounting include research dealing with managers’ financial disclosure (Gibbins et al., 1990;
Holland and Doran, 1998) and corporate financial reporting preferences. (Graham et al., 2005).

Roberts et al. (2006) and Barker et al. (2012) provide examples of the direct observation of
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interactions of company management and analysts/investors. These approaches suggest that a
qualitative, social theory-based approach adds valuable insight into these complex processes.

I employ a qualitative approach to an instrumental case (Stake, 1995) of managers at one
public company that prepare and publish financial information, and the analysts that follow
them. The ‘who’ and ‘what’ questions of financial reporting a