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 ABSTRACT 


In Malaysia, the capital market regulators have recently given prominent attention to issues 
 such  as  corporate  responsibility  (CSR),  shareholder  activism  and  integrity  in  financial 
 reporting  by  issuing  the  Sustainability  Reporting  Guide  (2015)  and  Malaysian  Code  for 
 Institutional Investors (2014). Given the importance of these issues, this study examines 
 whether CSR, institutional investors’ ownership, and financial restatements influence stock 
 recommendations made by analysts. It employs a dataset from a panel of 285 Malaysian 
 public  listed  companies  (PLCs)  for  the  period  2008  to  2013  (737  company-year 
 observations). The results show a positive and significant influence of CSR reporting on 
 the  stock  recommendations,  which  means  that  analysts  issue  more  favourable  stock 
 recommendations  for  companies  with  higher  CSR  disclosures.  Further,  the  findings 
 indicate that the presence of both transient and dedicated institutional investors are viewed 
 positively by analysts. In particular, the results indicate that analysts issue more favourable 
 stock  recommendations  for the  companies  with  higher  levels  of  transient  and  dedicated 
 institutional investors’ ownership. In addition, the results also show that analysts tend to 
 give  favourable  stock  recommendations  for  companies  that  restated  their  financial 
 statements,  contrary  to  expectation.  These  findings  imply  that  analysts  tend  to  echo 
 government  initiatives  by  giving  favourable  stock  recommendations  to  companies  with 
 greater engagement in CSR activities and the ability to attract institutional investors. The 
 findings also suggest that analysts view financial restatements as informative rather than 
 opportunistic.  Overall, these findings should be useful to  PLCs  and policymakers.  PLCs 
 might  use  the  findings  to  understand  the  preferences  of  sell-side  analysts  towards  CSR 
 engagement. Furthermore, policymakers might use it to recognize the important role played 
 by institutional investors in monitoring investee companies and to understand how analysts 
 perceive and evaluate restated companies.


Keywords: CSR reporting, institutional investors’ ownership, financial restatements, stock 
recommendations. 
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 ABSTRAK 


Di  Malaysia,  pengawal  selia  pasaran  modal  baru-baru  ini  memberi  perhatian  penting 
 kepada  isu-isu  seperti  tanggungjawab  korporat  (CSR),  aktivisme  pemegang  saham  dan 
 integriti dalam pelaporan kewangan dengan mengeluarkan Panduan Pelaporan Kelestarian 
 (2015) dan Kod Malaysia untuk Pelabur Institusi (2014). Mengambilkira kepentingan isu-
 isu  ini,  kajian  ini  mengkaji  sama  ada  CSR,  pemilikan  saham  pelabur  institusi,  dan 
 penyataan  semula  penyata  kewangan  mempengaruhi  syor-syor  saham  yang  dibuat  oleh 
 penganalisis. Kajian ini menggunakan set data panel terdiri daripada 285 syarikat tersenarai 
 awam  Malaysia  untuk  tempoh  2008  hingga  2013  (737  pemerhatian).  Keputusan 
 menunjukkan pengaruh positif dan signifikan pelaporan CSR terhadap syor-syor saham, 
 yang menunjukkan bahawa penganalisis memberi syor-syor saham yang lebih baik untuk 
 syarikat  yang  mempunyai  pendedahan  CSR  yang  lebih  tinggi.  Selanjutnya,  penemuan 
 menunjukkan  bahawa  kehadiran  kedua-dua  pelabur  institusi  sementara  dan  berdedikasi 
 dilihat secara positif oleh pihak penganalisis.  Khususnya, dapatan  menunjukkan bahawa 
 penganalisis membuat syor-syor saham yang menggalakkan untuk syarikat-syarikat yang 
 mempunyai  pemilikan  pelabur  institusi  sementara  dan  berdedikasi  yang  lebih  tinggi.  Di 
 samping  itu,  keputusan  menunjukkan  penganalisis  cenderung  untuk  membuat  syor-syor 
 saham yang lebih baik bagi syarikat yang membuat penyataan semula penyata kewangan, 
 bertentangan  dengan  jangkaan.  Penemuan  ini  menggambarkan  bahawa  penganalisis 
 cenderung untuk menyokong inisiatif kerajaan dengan memberikan syor-syor yang lebih 
 baik bagi syarikat yang mempunyai lebih banyak penglibatan aktiviti CSR dan keupayaan 
 untuk  menarik  pelabur  institusi.  Hasil  dapatan  juga  mencadangkan  bahawa  penganalisis 
 melihat  penyataan  semula  penyata  kewangan  sebagai  berinformasi,  dan  bukannya 
 oportunistik.  Secara  keseluruhan,  penemuan  ini  dijangka  bermanfaat  kepada  syarikat 
 tersenarai awam dan penggubal dasar. Syarikat boleh menggunakan penemuan ini untuk 
 memahami keutamaan penganalisis terhadap penglibatan CSR. Selain itu, penggubal dasar 
 mungkin menggunakan penemuan ini untuk mengiktiraf peranan penting yang dimainkan 
 oleh  pelabur  institusi  dalam  memantau  syarikat  pelabur  dan  memahami  bagaimana 
 penganalisis melihat dan menilai syarikat-syarikat yang membuat penyataan semula. 


Kata  kunci:  Pelaporan  CSR,  pemilikan  pelabur  institusi,  penyataan  semula  penyata 
kewangan, syor-syor saham 
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CHAPTER ONE 
 INTRODUCTION 


1.1  Background of the Study  


The  timeliness,  relevance  and  quality  of  corporate  information  is  one  of  the  significant 
 issues in financial markets (Firth, Rui, & Wu, 2011; Orens & Lybaert, 2010). In this regard, 
 the efficient flow of information among the participants in the financial markets, such as 
 investors, companies and financial analysts, is critical (Barker, 1998; Holland & Johanson, 
 2003),  especially  in  emerging  markets  where  there  are  weaknesses  in  the  corporate 
 governance and disclosure mechanisms (Lang, Lins, & Miller, 2004). Emerging  markets 
 such as Malaysia are often regarded by the investors in developed markets as too risky, too 
 exotic,  too hard to  research and too difficult to invest in (Moshirian, Ng, &  Wu, 2009). 


Thus, there should be a significant informational role for sell-side analysts1 to provide stock 
 recommendations (Bellando, Ben Braham, & Galanti, 2016; Lang et al., 2004; Moshirian 
 et al., 2009).  


According  to  Securities  Commission  Malaysia  (2011),  financial  analysts  work  as 


“influencers” in the financial market, where they contribute towards integrity, a culture of 
 transparency and accountability in companies. Therefore, it is essential to explore their role 
 in influencing social norms toward corporate governance practices. Financial analysts, who 
 are  mostly  industry  professionals  (Brown,  Beekes,  &  Verhoeven,  2011;  Dong,  Lin,  & 


Zhan, 2017), are key players in the financial market, acting as intermediaries who follow 
        


1 See section 2.3 for more details about the financial analysts (types, roles, and analysts’ reports). 
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public  companies,  and  providing  earnings  forecasts  and  stock  recommendations 
 (Aggarwal, Mishra, & Wilson, 2017; Bradshaw, 2004; Caylor, Cecchini, & Winchel, 2017; 


Cowen & Marcel, 2011;  Healy  & Palepu, 2001; Rees, Sharp, & Wong, 2017). They are 
 commonly  assumed  to  have  expertise  and  awareness  to  analyse  companies’  financial 
 information (Bradley, Gokkaya, Liu, & Xie, 2017; Chen Xia, Cheng, & Lo, 2010).  


Financial analysts’ role as well-informed information intermediaries in the financial market 
 has been documented in many studies (Bradshaw, 2004; Brown, Call, Clement, & Sharp, 
 2015; Ioannou & Serafeim, 2015; Rees et al., 2017). The regulators, financial media and 
 investors  seem  to agree that financial analysts provide  valuable advice and  information, 
 which  help  them  to  evaluate  and  monitor the  company’s  activities  (Brown et  al.,  2011; 


Hamrouni, Benkraiem, & Karmani, 2017; Schantl, 2016; Yezegel, 2015). Previous studies 
 have also documented the significant effect of financial analysts’ stock recommendations 
 on  companies’  stock  prices,  market  returns  and  trading  volume  (Barber,  Lehavy, 
 McNichols, & Trueman, 2001; Chen Jing, Jung, & Ronen, 2016; Kecskes, Michaely,  & 


Womack, 2017; Stickel, 1995; Womack, 1996).  


In order to evaluate companies’ activities, strategies and financial performance, financial 
analysts  depend  on  the  information  published  in  the  companies’  financial  statements 
(Barron,  Byard,  &  Yu,  2016).  Furthermore,  previous  studies  have  found  a  positive 
relationship  between  the  accuracy  of  sell-side  analysts’  earnings  estimations,  analyst 
following and informative companies’ disclosure, which might include both financial and 
non-financial information (Hamrouni et al., 2017; Lang & Lundholm, 1996).Recently, in 
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order to  meet  stakeholders’  needs  and  expectations,  a  large  number  of  companies  have 
 adopted  several  corporate  social  responsibility  (CSR)  activities  (Ioannou  &  Serafeim, 
 2015).  According  to  the  European  Commission  (EC)  (2011,  p.  6),  CSR  is  “the 
 responsibility of enterprises for their impacts on society”. Companies are now more aware 
 of  the  importance  of  CSR  disclosures  because  they  are  considered  as  significant  non-
 financial  information  (Dhaliwal,  Radhakrishnan,  Tsang,  &  Yang,  2012).  The  survey 
 conducted by Lacy, Cooper, Hayward, and Neuberger (2010) found that 93% of 766 Chief 
 Executive Officers (CEOs) worldwide stated that CSR engagement is an important factor 
 in the success of their organizations. 


A  large  number  of  studies  have  documented  the  positive  effect  of  CSR  on  companies’ 


financial performance. For example, companies with higher CSR disclosures have lower 
 cost of equity capital and cost of borrowing (Dhaliwal, Li, Tsang, & Yang, 2014; Goss & 


Roberts, 2011; Harjoto & Jo, 2015; Xu, Liu, & Huang, 2015), are less likely to manipulate 
 their operating activities  (Alsaadi, Ebrahim, &  Jaafar, 2016;  Kim, Park, &  Wier, 2012), 
 and  have  better  financial  performance  and  stronger  corporate  governance  (Blazovich  & 


Smith, 2011; Jo & Harjoto, 2011, 2012; Lev, Petrovits, & Radhakrishnan, 2010).  


Companies with  a  higher  level of  CSR activities also attract  more institutional  investors 
 and more coverage by analysts (Dhaliwal, Li, Tsang, & Yang, 2011; Jo & Harjoto, 2014). 


Dhaliwal et al. (2012) and Harjoto and Jo (2015) stated that there is a negative relationship 
between companies’ CSR reporting and  analysts’ earnings forecast error. In this regard, 
Eccles, Serafeim, and Krzus (2011) stated that the implementation and adoption of CSR 
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activities  are  generating  a  growing  interest  by  many  parties  in  the  financial  markets, 
 especially financial analysts. Luo, Wang, Raithel, and Zheng (2015) interviewed financial 
 analysts and  found that they paid greater attention towards corporate social performance 
 (CSP).  Similarly,  Ioannou  and  Serafeim  (2015)  found  that  sell-side  analysts  issue 
 optimistic  stock  recommendations  (buy)  for  companies  with  a  higher  CSR  rating. 


However,  there  are  very  few  studies  on  how  CSR  reporting  may  influence  sell-side 
 analysts’ stock recommendations in terms of emerging markets such as Malaysia. 


In  Malaysia,  Bursa  Malaysia  introduced  a  framework  for  CSR  in  2006  which  serves  as 
 guidelines  for  the  Malaysian  Public  Listed  Companies  (PLCs)  in  reporting  their  CSR 
 activities.  The  framework  focuses  on  four  areas:  (1)  environment,  (2)  community,  (3) 
 marketplace and (4) workplace. From 2007, Bursa Malaysia stipulated that the disclosures 
 of CSR activities in all Malaysian PLCs’ financial reports be compulsory (Bursa Malaysia 
 Website). In 2015 Bursa Malaysia issued a Sustainability Reporting Guide (“Guide”) with 
 the main objective of helping listed companies in preparing a Sustainability Statement in 
 their annual report. However, according to Securities Commission Malaysia (2011, p. 49), 


“Although companies generally comply with this requirement, there is still a gap in that 
 companies  do  not  provide  an  assessment  of  the  impact  of  their  business  operations  on 
 communities”. Therefore, this study attempts to examine the influence of CSR reporting 
 on the sell-side analysts’ stock recommendations. 


In the last decade, the role of institutional investors as important participants in the financial 
markets has grown in prominence (Cox & Wicks, 2011; Gillan & Starks, 2007; Tee, Gul, 
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Foo, & Teh, 2017). The institutional investors may influence the investees’ activities and 
 performance directly via their voting powers in board or shareholder meetings or indirectly 
 through their  shares trading  (Aggarwal, Erel, Ferreira, & Matos, 2011; Gillan  & Starks, 
 2003; Mohd Ali, Hassan, & Mohd Saleh, 2007). In Anglo-American countries, institutional 
 investors play a significant role in the financial markets (Switzer & Wang, 2017; Wang, 
 2014). For example, 40% of the shares of the public companies in the UK are owned by 
 institutional  investors  (Office  for National Statistics, 2010).  Additionally,  in the US, the 
 rate of institutional investors’ holdings of the total equity ownership increased from 6.1% 


in 1950 and 28% in 1980 to more than 50% in 2009 (Tonello & Rabimov, 2010).  


According to Minority Shareholder Watchdog Group (MSWG) and Securities Commission 
 Malaysia (SC) (2014, p. 2), “institutional investors are asset owners and asset managers2
 with  equity  holdings  in  corporations  listed  on  Bursa  Malaysia”.  In  Malaysia,  the  three 
 main types of institutional investors are the mutual funds, pension funds and life insurance 
 companies,  together  managing  a  fund  size  of  approximately  RM1,321  billion  as  at  31 
 December  2015  (Institutional  Investor  Council  Malaysia,  2016).  Furthermore,  the  total 
 fund  size  of  these  institutions  in  domestic  equities  amounted  to  approximately  RM524 
 billion  which  represents  31%  of  total  Bursa  Malaysia  market  capitalization  of  RM1.69 
 trillion as at end December 2015 (Institutional Investor Council Malaysia, 2016). Recent 
 statistics ranked the Employees Provident Fund (EPF) as seventh in the 300 largest pension 


       


2“Asset  owners  are  collective  investment  vehicles  which  collect  funds  on  behalf  of  their  beneficiaries  or 
 clients and manage them internally or externally such as pension funds, private retirement scheme providers, 
 insurance  companies,  takaful  operators  and  investment  trusts.  Asset  managers  are  agents  that  are 
 responsible to manage the funds on behalf of the asset owners through an investment mandate” (MSWG & 


SC, 2014, p. 2). 
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funds  worldwide  with  total  assets  of  USD182  billion  in  2013  (Towers  Watson,  2014). 


Abdul  Wahab,  How,  and  Verhoeven  (2007)  remarked  that  the  institutional  investors’ 


shareholdings in Malaysia are high compared to most other nations in the region.  


Previous studies indicated that, compared to individual investors, institutional investors are 
 better informed and more sophisticated in their investment process (Amihud & Li, 2006; 


Bushee & Miller, 2012; Collins, Gong, & Hribar, 2003; Gibson, Safieddine, & Sonti, 2004; 


Helwege, Intintoli, & Zhang, 2012; Hribar, Jenkins, & Wang, 2009; Jiambalvo, Rajgopal, 


&  Venkatachalam,  2002;  Ke  &  Petroni,  2004;  Trabelsi,  2017).  Previous  studies  also 
 demonstrated  that  the  quality  of  reported  earnings  increases  with  institutional  investors 
 ownership  (Velury  &  Jenkins,  2006;  Yeo,  Tan,  Ho,  &  Chen,  2002),  companies’  stock 
 returns  (Brous  &  Kini,  1994;  Jiambalvo  et  al.,  2002),  companies’  performance 
 (Hutchinson,  Seamer,  &  Chapple,  2015;  Muniandy,  Tanewski,  &  Johl,  2016),  and 
 corporate governance (Abdul Wahab, How, & Verhoeven, 2008; Aggarwal et al., 2011). 


How, Verhoeven, and Abdul Wahab (2014) indicated that institutional investors improve 
 the  corporate  disclosures,  which  leads  to  a  reduction  in  information  asymmetry  and  an 
 increase  in  analyst  following.  Likewise,  the  existence  of  institutional  investors  leads 
 financial  analysts  to  issue  timely  and  unbiased  earnings  forecasts  and  stock 
 recommendations (Ljungqvist, Marston, Starks, Wei, & Yan, 2007).   


Institutional investors monitor the companies whose stocks they own and help increase the 
availability  of  information  about  these  companies  by  improving  the  effectiveness  of 
financial analysts who cover these companies (Cornett, Marcus, Saunders, & Tehranian, 
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2007; Frankel, Kothari, & Weber, 2006; James & Karceski, 2006; Ljungqvist et al., 2007; 


Ruiz-Mallorquí & Santana-Martín, 2011). Frankel et al. (2006) stated that the demand for 
 informative  analysts’  reports  increases  with  higher  institutional  investors’  ownership. 


Arand, Kerl, and Walter (2013) claimed that institutional shareholding provides a platform 
 to improve the quality of financial reporting which in turn leads to better earnings forecasts 
 and stock recommendations.  


There are studies that highlight that institutional investors are not homogeneous (El-Diftar, 
 Jones, Ragheb, & Soliman, 2017; Garel, 2017; Muniandy et al., 2016), and classify them 
 according  to  trading  behaviour  (Chan  Kam,  Zhang,  &  Zhang,  2013),  and  investment 
 horizon  (Bushee,  1998;  Li  &  Lu,  2015).  In  Malaysia,  How et  al.  (2014)  examined  the 
 institutional  investors’  heterogeneity  and  concluded  that  the  EPF  is  a  significant 
 determinant of analyst following. Similarly, Bamahros and Wan-Hussin (2015) found that 
 short-term  institutional  investors  (transient)  increase  earnings  management,  whereas  the
 long-term  institutional  investors  (dedicated)  do  not  have  a  significant  relationship  with 
 earnings management in Malaysia. Given that previous studies in Malaysia show that types 
 of  institutional  investors  have  a  differential  effect  on  analyst  following  and  earnings 
 management, this study extends the influence of types of institutional investors on sell-side 
 analysts’ stock recommendations in Malaysia.  


In addition to CSR and institutional investors, this study examines the influence of financial 
restatements on sell-side analysts’ stock recommendations. As proposed by Anderson and 
Yohn (2002) and Kim and Koo (2014), financial statements are the main and significant 
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sources of information which many parties who participate in the financial markets use to 
 evaluate companies’ activities. These financial statements are prepared in accordance with 
 Generally  Accepted  Accounting  Principles  (GAAP),  which  offer  companies  several 
 choices  of  accounting  policy.  This  flexibility  may  provide  a  platform  for  companies  to 
 window-dress  their  income  statements  and  the  accounts  of  balance  sheets  without 
 following  the  GAAP,  which  in  turn  leads  to  financial  restatements  (Albring,  Huang, 
 Pereira,  &  Xu,  2013).  According  to the  US  Government  Accountability  Office  (GAO) 
 (2002,  p.  2), “an accounting irregularity is defined as an instance in which a company 
 restates its financial statements because they were not fairly presented in accordance with 
 GAAP. This would include material errors and fraud”.  


In  recent  years,  financial  restatements  have  become  a  very  important  issue  and  concern 
 among practitioners, regulators and academics (Abdullah, Yusof, & Mohamad Nor, 2010; 


Archambeault,  Dezoort,  &  Hermanson,  2008;  Chen  Ken,  Elder,  &  Hung,  2014;  Dao, 
 Huang, Chen Ken, & Huang, 2014; Desai, Hogan, & Wilkins, 2006; Du, 2017). According 
 to  GAO  (2006),  financial  restatements  cause  billions  of  dollar-losses  in  market 
 capitalization.  These  losses  are  portrayed  through  adverse  market  reaction  towards 
 companies’ restatement of their prior reported earnings. These misstatements have shaken 
 the confidence of the public and investors particularly for restated companies (GAO, 2002, 
 2006; Gleason, Jenkins, & Johnson, 2008; Weng, Chen, & Chi, 2017; Wilson, 2008; Ye & 


Yu, 2017a).  
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Many  studies  have  documented  the  adverse  economic  consequences  of  financial 
 restatements (Dao et al., 2014; Xu & Zhao, 2016). These consequences include negative 
 market reaction towards restating companies (Anderson & Yohn, 2002; Chen Ken et al., 
 2014;  Du,  2017;  Firth et  al.,  2011;  Kravet  &  Shevlin,  2010;  Palmrose,  Richardson,  & 


Scholz,  2004;  Scholz,  2008;  Wu,  2002)  and  increased  cost  of  equity  capital  (Bardos  & 


Mishra,  2014;  Firth et  al.,  2011;  Hribar  &  Jenkins,  2004).  Financial  restatements  also 
 contribute  to  higher  audit  fees  (Feldmann,  Read,  &  Abdolmohammadi,  2009),  higher 
 dependency on the revised forecasts of financial analysts (Barniv & Cao, 2009), increased 
 litigation risk (Palmrose & Scholz, 2004), and higher management turnover for restating 
 companies (Arthaud-Day, Certo, Dalton, & Dalton, 2006; Burks, 2010; Dao et al., 2014; 


Desai et al., 2006; Xu & Zhao, 2016). 


Financial  analysts  and  regulators  are  concerned  with  the  potential  adverse  effect  of 
 financial restatements on the value relevance of accounting  information  (Wilson, 2008). 


For instance, one of the senior investment strategists for Morgan Stanley asserts, “Investors 
 do  not  have  confidence  that  the  corporate  numbers  game  will  end  soon.  We  need  a 
 restoration  of  trust  from  every  entity”  (Borrus,  2002).  After  the  announcement  by 
 McKesson HBOC Inc. of the need to restate its earnings for the financial year 1999, one 
 of the financial analysts from Merrill Lynch commented, “this clearly raises the question 
 about whether any number can be trusted at HBOC” (Abate, 1999).   


In  Malaysia,  financial  restatements  are  important  issues  and  have  received  considerable 
attention from the regulators, particularly in recent years because many cases of financial 
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restatements  have been  reported  (Abdullah et  al., 2010; Shafie  & Zainal, 2016).  Several 
 Malaysian studies have examined the reasons and determinants of financial restatements 
 in annual reports (Abdul Wahab, Gist, & Nik Abdul Majid, 2014; Abdullah et al., 2010; 


Hasnan & Hussain, 2015; Wan Mohammad, Wasiuzzaman, Morsali, & Mohd Zaini, 2018), 
 amendments  to  quarterly  unaudited  results  (Ku  Ismail  &  Abd  Rahman,  2011),  and 
 consequences of financial restatements (Chin, Tang, & Che Ahmad, 2017). However, there 
 are few studies in Malaysia that show corporate governance is an important determinant of 
 annual  restatements  or  quarterly  amendments;  very  few  examine  the  consequences  of 
 financial restatements, which makes this study timely. Therefore, this study enriches the 
 literature by examining the influence of financial restatements on sell-side analysts’ stock 
 recommendations for companies listed on the Bursa Malaysia. 


1.2  Problem Statement  


The results of the survey  of  CEOs conducted by  Graham, Harvey, and Rajgopal (2005) 
 indicated that managers recognize financial analysts as one of the most significant groups 
 influencing their companies’ share price. However, financial analysts’ reports are mainly 
 available only  for  large companies, and their coverage for small and medium companies 
 has  decreased  significantly,  especially  in  the  last  decade  (He,  Shivakumar,  Sidhu,  & 


Simmonds, 2010; Mahoney, 2000). In short, small companies find it difficult to  gain the 
 attention of financial analysts (Mahoney, 2000).  


Similarly,  in  Malaysia  there  is  an  imbalance  of  research  coverage  on  Malaysian  PLCs; 


smaller market capitalization companies tend to be under-researched by financial analysts 
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compared  to  their  big-cap  counterparts  (Lim,  Hooy,  Chang,  &  Brooks,  2016).  This 
 situation  could  lead  to  low  levels  of  stock  liquidity  in  small-cap  companies.  In  order to 
 enhance the liquidity and generate investors’ interest in stocks of less-followed and  low-
 profile  companies,  Bursa  Malaysia  introduced  the  Capital  Market  Development  Fund 
 (CMDF)–Bursa  Research  Scheme  (CBRS)  in  2005.  The  main  objective  of  CBRS  is  to 
 generate research coverage for relatively unknown Malaysian PLCs. The initiative is open 
 for all Malaysian PLCs and research houses in Malaysia; two participating research houses 
 are assigned to follow a participating company for at least a 2-year period.  


According to Qasem, Aripin, and Wan-Hussin (2015), at the initial stage, more than 300 
 companies participated in Scheme 1, which ended in July 2007. The number increased to 
 436  companies  in  Scheme  2,  which  ended  in  October  2010.  However,  the  interest  of 
 participating  companies  declined  considerably  in  Scheme  3  which  is  still  ongoing,  with 
 more than half of Scheme 2’s participating companies discontinuing their involvement with 
 CBRS3. The number of research houses also steadily decreased across the three Schemes, 
 from 24 research houses in Scheme 1 to 18 in Scheme 2 and 14 in Scheme 3 (see Figure 
 1.1). 


The decreasing trend in the number of CBRS participating companies and research houses 
 raises a question about the relevance of the CBRS scheme, in particular the  usfuleness of 
 the  analysts’  reports  produced  by  the  research  houses.  Thus,  there  is  a  need  to  further 


       


3 According to the CBRS website, the number of participating companies was 122 as at 31 January 2017. A 
random check made in 2018 indicate that CBRS analysts’ reports are available for companies such as Pantech 
Group Holdings Berhad, Tenaga Nasional Berhad and Berjaya Auto Berhad.   
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investigate factors that influence the stock recommendations given by the financial analysts 
 in the CBRS4 reports.  


This study adds to the work of Foo (2013), who asserted that there is little evidence whether 
 CBRS  schemes  achieve  the  goal  of  increasing  companies’  liquidity.  She  found  that  the 
 number of analysts’ reports positively influenced stock turnover. She recommended that 
 future  studies  expand  the  investigation  by  analysing  the type  of  recommendations  (buy, 
 hold and sell) contained in the CBRS analysts’ reports. 


In the last two decades, a significant amount of time and resources have been devoted to 
 CSR  issues  in  the  academic  field  and  also  in  the  business  world  (Cheng,  Ioannou,  & 


Serafeim,  2014;  Dhaliwal  et  al.,  2014;  Martinez-Conesa,  Soto-Acosta,  &  Palacios-
        


4  http://www.bursamalaysia.com/market/listed-companies/research-repository/cmdf-bursa-researchscheme 
 cbrs. 
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Manzano, 2017). There  is  also  increased  interest in CSR reporting  by  financial analysts 
 (Dong et al., 2017; Eccles et  al., 2011; Luo et  al., 2015). For instance, Bruce M. Kahn, 
 Director  and  Senior  Investment  Analyst  at  Deutsche  Bank,  claimed  that  an  increased 
 number of clients now ask for the Environmental, Social, and Corporate Governance (ESG) 
 criteria  to  be  integrated  in  investment  analysis  (Gitman,  Chorn,  &  Fargo,  2009). In  this 
 regard, Tan (2014a) called for more studies about the sell-side analysts’ work, in particular 
 the ways in which ESG issues are included in sell-side analysts’ research.  


  


Similarly,  the  rate  at  which  CSR  issues  have  attracted  the  interest  of  stakeholders  in 
 Malaysia  is  on  the  increase.  According  to  Securities  Commission  Malaysia  (2011), 
 companies are encouraged to report more clearly their commitment towards environmental, 
 social, governance and sustainability agendas. On 22 December 2014, Bursa Malaysia and 
 Financial  Times  Stock  Exchange  (FTSE)  introduced  an  ESG  index  for  the  Malaysian 
 market.  This  index  is  one  of  the  first  in  Asia  to  be  part  of  the  worldwide  benchmarks 
 FTSE4Good Index Series. Its aim  is to  support investors in  making ESG investments in 
 Malaysian companies and enhance the profile of companies with leading ESG practices5. 
 Consistent with the recognition of the importance of CSR, this study attempts to investigate 
 the influence of CSR reporting on sell-side analysts’ stock recommendations in Malaysia.  


The study also focuses on the influence of institutional investors’ ownership on sell-side 
 analysts’  stock  recommendations,  given  the  recent  emphasis  placed  on  the  role  of 
 Malaysian  institutional  investors  as  an  active  monitor  of  company  behaviour.  In  2014 
        


5 http://www.bursamalaysia.com/market/sustainability/ftse4good-bursa-malaysia-index/overview  
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MSWG and SC issued the Malaysian Code for Institutional Investors 2014 in order to guide 
 institutional investors in the best practices and explain how to adapt corporate governance 
 as investment criteria, and the measures used to influence, guide and monitor their investee 
 companies. Some studies argue that the presence of institutional investors is expected to 
 improve the quality of financial reporting which in turn leads to better earnings forecasts 
 and stock recommendations by analysts (Arand et al., 2013; Cowen, Groysberg, & Healy, 
 2006; Frankel et al., 2006; Ljungqvist et al., 2007). However, other studies have raised the 
 issue of a conflict of interest faced by analysts, leading them to issue biased reports  (Gu, 
 Li, & Yang, 2013).  


However,  previous  studies  recommended  researchers  to  consider  the  institutional 
 investors’ heterogeneity rather than to cast them as a homogeneous group, in particular 
 considering  the  differences  in  the institutional  investors’  investment horizons  in  several 
 decision fields (Chan Kam et al., 2013; Chichernea, Petkevich, & Zykaj, 2015; El-Diftar 
 et al., 2017; Garel, 2017; Koh, 2007; Mintchik, Wang, & Zhang, 2014; Muniandy et al., 
 2016;  Wang  &  Zhang,  2009).  Bushee  (1998)  investigated  whether  the  behaviour  of 
 corporate managers is related to share ownership by long-term (dedicated) or short-term 
 (transient) institutional investors. However, there is still limited knowledge on how the two 
 types  of  institutional  investors  (transient  vs  dedicated)  in  Malaysia  may  influence  the 
 recommendations provided by CBRS analysts. 


Over  the  last  decade,  numerous  financial  restatements  have  been  announced  in  the  US, 
including famous cases such as Qwest, Worldcom and Tyco, and several less controversial 
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restatements  (Wilson,  2008).  This  increasing  trend  has  received  substantial  regulatory 
 attention.  For  example,  in  2002  the  US  Securities  and  Exchange  Commission  (SEC) 
 Chairman Harvey L. Pitt remarked that “the increase in the financial restatements caused 
 investors around the world to loss the confidence on the American business” (SEC, 2002b). 


It  is  alleged  that  adverse  consequences  of  financial  restatements  also  impact  the 
 participants in the financial markets, including financial analysts. They show concern about 
 the influence of financial restatements on the market’s assessment of the quality of reported 
 financial  information  (Wilson,  2008).  A  recent  example  of  the  immediate  impact  of 
 financial  restatements  is  Toshiba  Corp.,  which  announced  the  likely  restatements  of  its 
 earnings from 2013 and earlier. As a result, the company’ stock dropped by 17% and seven 
 analysts stopped following and rating the company. In this regard,  Takeo Miyamoto, an 
 analyst  at  Mitsubishi  UFJ  Morgan  Stanley  remarked, “This  raises  questions  about  the 
 reliability of the financial figures on which our earnings estimates are based” (Alpeyev & 


Amano, 2015).   


In  the  literature,  there  is  a  dearth  of  empirical  evidence  for  the  relationship  between 
financial restatements and sell-side analysts’ stock recommendations. A few studies show 
that  the  number  of  analysts  covering  these  companies  declined  in  the  period  after 
restatements,  and  analysts  were  more  likely  to  revise  their  earnings  forecast  downward 
following financial restatements (Griffin, 2003; Kryzanowski & Zhang, 2013; Palmrose et 
al., 2004; Ye & Yu, 2017b). Thus, this study fills this gap in the literature by investigating 
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the  influence  of  financial  restatements  on  the  sell-side  analysts’  recommendations  for 
 Malaysian listed companies.  


In order to respond to the suggestions of previous researchers and to better understand the 
 current  practices,  this  study  focuses  on  how  the  CBRS  analysts  generate  their  stock 
 recommendations. In particular, it examines the influences of CSR, institutional investors’ 


ownership and financial restatements on the sell-side analysts’ stock recommendations for 
 companies participating in Schemes 2 and 3 of the CBRS. 


1.3  Research Questions  


Based on the discussions in the research background and problem statement, the following 
 research questions are proposed for this study:  


1-  Do  CSR  disclosures  have  an  influence  on  sell-side  analysts’  stock 
 recommendations?   


2-  Do levels of ownership by transient and dedicated institutional investors  have an 
 influence on sell-side analysts’ stock recommendations?  


3-  Do  financial  restatements  have  an  influence  on  sell-side  analysts’  stock 
 recommendations? 


1.4  Research Objectives 


This study aims to achieve the following objectives:  


1-  To  examine  the  influence  of  CSR  disclosures  on  sell-side  analysts’  stock 
recommendations for the CBRS participating companies.   
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2-  To examine whether the levels of ownership by transient and dedicated institutional 
 investors  have an  influence  on  sell-side analysts’ stock recommendations  for the 
 CBRS participating companies. 


3-  To  examine  the  influence  of  financial  restatements  on  sell-side  analysts’  stock 
 recommendations for the CBRS participating companies. 


1.5  Significant of the Study  


This study investigates the influence of CSR reporting, institutional investors’ ownership 
 and  financial  restatements  on  sell-side  analysts’  stock  recommendations  for  CBRS 
 participating  companies.  Through  its  findings,  the  study  makes  theoretical  and  practical 
 contributions to the body of knowledge, as explained below. 


a)  Theoretical Contribution  


This  study  contributes  to  the  literature  on  CSR  and  sell-side  analysts’  stock 
recommendations. Few studies have examined this relationship, and all were conducted in 
developed countries. These studies also used the  Kinder, Lydenberg and Domini (KLD) 
database for CSR rating, although KLD’s ratings are not optimal or wholly reliable as they 
use  only  publicly  available  data,  and  their  environmental  measures  do  not  accurately 
predict  pollution  levels  or  compliance  violations.  The  present  study  fills  this  gap  in  the 
literature  by  using  a  wide-ranging  set  of  CSR  disclosure  indexes,  in  terms  of  both 
qualitative and quantitative approaches plus narrative information.  Further, Wang, Tong, 
Takeuchi, and George (2016) call researchers to pay more attention to the evolution of CSR 
in  terms  of  emerging  markets.  Consequently  studying  the  effect  of  CSR  reporting  in 



(38)18 


developing countries such as Malaysia would be a fruitful area for research (Abdul Hamid, 
 Atan,  &  Md  Saleh,  2014;  Ioannou  &  Serafeim,  2015;  Jamali  &  Mirshak,  2007). 


Furthermore, the  present  study  adds  to the  understanding  of  stakeholder  and  legitimacy 
 theories in terms of emerging markets.   


This  study  also  contributes  to  the  literature  of  institutional  investors’  ownership  and 
 analysts’  stock  recommendations  through  examining  the  influence  of  institutional 
 investors’  ownership  on  the  sell-side  analysts’  stock  recommendations.  In  the  existing 
 literature, there  are  debates  about this  relationship.  While  some  studies  show  a  positive 
 relationship  between  institutional  investors  and  the  informativeness  of  analysts’  stock 
 recommendations (Arand et al., 2013; Cowen et al., 2006; Frankel et al., 2006; Ljungqvist 
 et al., 2007), others state that the higher ownership by institutional investors leads sell-side 
 analysts to issue less informative stock recommendations (Gu et al., 2013).  


Therefore, this study fills the gap in the literature by separating institutional investors into 
two groups, namely transient and dedicated institutional investors. In the literature, most 
studies that emphasize the behaviour of institutional investors are conducted in developed 
markets  (Li  &  Lu,  2015).  In  particular,  there  is  a  scarcity  of  studies  that  examine  the 
relationship between different types of institutional investors and sell-side analysts’ stock 
recommendations.  Therefore,  this  study  contributes  to  the  current  literature  through 
examination  of  the  previous  relationship  in  the  scenario  of  Malaysia  as  a  developing 
market.  In  addition,  this  study  adds  to  the  understanding  of  the  agency  theory  in  an 
emerging market. 



(39)19 


This  study  contributes  to  the  literature  of  financial  restatements  and  stock 
 recommendations  by  examining  the  influence  of  financial  restatements  on  the  sell-side 
 analysts’  stock  recommendations.  In  the  extant  literature,  few  studies  examine  the 
 behaviour  of  financial  analysts  around  irregular  events  such  as  financial  restatements 
 (Griffin, 2003), and most are conducted in developed countries such as the US (Abdullah 
 et  al.,  2010;  Sellers,  2014).  In  particular,  there  are  very  few  studies  that  examined  the 
 consequences  of  financial  restatements  in  the  Malaysian  context.  Thus,  this  study 
 contributes to the literature by examining the influence of financial restatements on sell-
 side analysts’ stock recommendations in the scenario of Malaysia as one of the emerging 
 markets. Further, this study adds to the understanding of signalling theory, in particular in 
 term of emerging markets. 


b)  Practical Contribution  


From the practical perspective, this study provides scientific knowledge on the role of sell-
 side  analysts  in  the  financial  markets  as  important  financial  intermediaries.  The  results 
 should help the regulatory bodies such as Bursa Malaysia and SC to assess the usefulness 
 of  CBRS  analysts,  and  to  understand  why  listed  companies  and  research  houses 
 discontinued their participation in the CBRS schemes. 


The  results  of  this  study  help  to  understand  the  situation  of  CSR  reporting  among 
Malaysian  PLCs,  benefitting  financial  analysts  and  investors  in  the  assessment  of  CSR 
practices. The findings also enhance market efficiency by providing new ideas about how 
financial analysts incorporate non-financial information in their stock recommendations.  
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In 2014 MSWG and SC jointly issued the new Malaysian Code for Institutional Investors, 
 the  main  principles  of  this  code  being  to  guide  institutional  investors  in  monitoring  the 
 investee companies and making  investment decisions by incorporating sustainability and 
 corporate  governance  considerations  in  the  process  of  investment  decision  making. 


Therefore, the present study adds to the understanding of how the institutional investors’ 


role may affect the quality of information used by security analysts to evaluate companies. 


It will also help many parties in the financial markets, such as investors, policymakers and 
 listed companies, to understand better how CBRS financial analysts perceive and evaluate 
 share ownership by different types of institutional investors. 


The  findings  will  be  useful  to  many  parties  in the  financial  markets  by  highlighting  the 
 impact  of  financial  restatements  on  the  restated  companies.  The  study  should  provide 
 regulatory bodies such as Bursa Malaysia and SC with the trend of financial restatements 
 among Malaysian PLCs and how CBRS analysts perceive and respond to them.  


1.6  Scope of the Study 


The scope of this study is the examination of the influence of CSR disclosures, institutional 
investors’  ownership,  and  financial  restatements  on  sell-side  analysts’  stock 
recommendations.  All  Malaysian  companies  with  stock  recommendations  from  CBRS 
research analysts during the period 2008 to 2013 have been considered. This period was 
chosen  based  on  Foo's  (2013)  recommendation  to  expand  the  investigation  to  the  later 
schemes of CBRS, so this study covers the stock recommendations issued  for companies 
that participated in Schemes 2 and 3. The CSR reporting data is captured based on the CSR 
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disclosure  in  companies’  their  annual  reports  or  stand-alone  CSR  reports.  The  content 
 analysis of CSR reporting in this study is based on the Bursa Malaysia CSR Framework 
 for Malaysian PLCs. The CSR index comprises 28 items overall which are used here for 
 scoring CSR reporting. 


With regards to  institutional ownership, this study considers all  institutional  investors in 
 the  Malaysian  market.  The  transient  institutional  investors  include  banks,  privately 
 managed  unit  trusts  and  mutual  funds  and  insurance  companies,  and  the  dedicated 
 institutional  investors  government-managed  unit  trust  funds,  government-managed 
 pension  funds,  government-managed  pilgrimage  funds,  government-managed  sovereign 
 wealth funds, and other Government-Linked Investment Companies (GLICs). In addition, 
 companies that restated their financial statement during the period from 2008 to 2013 are 
 identified from their annual reports, searching on the keywords “restatement”, “restate”, 


“restated” or “prior year adjustments” for each annual report.  


To  address  the  objectives  of  this  study,  secondary  data  was  collected  from  the  CBRS 
 website, CBRS analysts’ reports, companies’ annual reports, and the DataStream database.   


   


1.7  Organization of the Study  
 This study comprises five chapters.  


Chapter  one  presents  the  background  to  the  study,  the  problem  statement,  research 
questions,  and  research  objectives.  It  also outlines the  significance  and  the  scope of  the 
study. The second chapter starts with an overview of the Malaysian stock market, including 
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the development of the Bursa Malaysia and CBRS scheme. It reviews the literature on the 
 main  variables:  sell-side  analysts’  stock  recommendations,  CSR,  institutional  investors, 
 and  financial restatements. It discusses the literature related to the impact of the study’s 
 independent variables on the sell-side analysts’ stock recommendations, and reviews the 
 theories relevant to this study.  


The third chapter describes the research methodology used to achieve the study objectives. 


It  involves  development  of  a  theoretical  framework  and  hypotheses,  research  design, 
 definitions  and  measurements  of  variables,  population  and  sample,  data  collection 
 procedures, and finally techniques of data analysis. The results and discussion are provided 
 in chapter four. Finally, chapter five presents summarizes the study, its implications and 
 limitations, and suggestions for future research. 


1.8  Summary of the Chapter  


This  chapter  explains  the  motivation  for  this  study  and  introduces  the  research  context. 


Detailed  discussions  of  the  study  background,  problem  statement,  research  questions, 
research objectives, significance of the study, its scope and organization are provided. The 
next chapter reviews the related literature.  
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CHAPTER TWO 
 LITERATURE REVIEW 


2.1  Chapter Overview 


This  chapter  reviews  the  literature  related to  the variables  of  this  study.  It  discusses  the 
 previous  studies  related  to  stock  recommendations,  CSR,  institutional  investors’ 


ownership, and financial restatements. This chapter also explains the association between 
 the independent variables and stock recommendations. Finally, the theories that underpin 
 the study are deliberated.  


      


2.2  Overview of Malaysian Stock Market 


This section outlines the history of the Malaysian stock market, the changes in the financial 
 market that took place during the last two decades, and the CBRS.  


       


2.2.1  Bursa Malaysia 


The  first  securities  business  association  in  Malaysia  was  the  Singapore  Stockbrokers’ 


Association,  established  in  1930.  It  was  re-registered  as  the  Malayan  Stockbrokers’ 


Association in 1937. The Malayan Stock Exchange was established in 1960 and the public 
trading of shares began in that year. The Stock Exchange of Malaysia and Singapore was 
established  in  1964  but  in  1973  it  split  into the  Kuala  Lumpur  Stock  Exchange  Berhad 
(KLSE) and the Stock Exchange of Singapore (Bursa Malaysia Website).  
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The  implementation  of  the  Securities  Industries  Act  1976  witnessed  the  integration  of 
 KLSE  as  a  new  company  limited  by  guarantee.  The  KLSE  was  demutualized  with  the 
 objective  of  producing  a  more  efficient  and  competitive  market.  On  14  April  2004,  the 
 KLSE formally changed its name to Bursa Malaysia, and was listed on the main board of 
 the Bursa Malaysia Securities Berhad in March 2005 (Bursa Malaysia Website). 


  


Prior to the new regulations of August 2009, Bursa Malaysia comprised the Main Board, 
 Second  Board  and  Malaysian  Exchange  of  Securities  Dealing  and  Quotation  Berhad 
 (MESDAQ) (Foo, 2013). The Main Board was the platform for listing large companies (at 
 least RM60 million of paid capital), and the Second Board was established to encourage 
 smaller and feasible companies with strong possible growth (at least RM40 million of paid 
 capital)  to  be  listed  (Foo,  2013).  In  October  1997,  aiming  to  become  an  Asian-Pacific 
 centre  for  communication  and  information  technology,  the  Malaysian  Government 
 launched  MESDAQ  as  a  separate  market  for  technology-related  and  higher  growth 
 companies  listings  (Hamzah, Hassan, Mohamed, Ahmad, & Saad, 2013; Madun, 2009). 


The Main and Second Boards were combined into a single integrated board for established 
 companies and called the  Main Market. In contrast, the MESDAQ  market was changed 
 into  another  market  for  developing  companies  of  all  sectors  and  sizes,  called  the  ACE 
 (Access Certainty and Efficiency) Market (Bursa Malaysia Website). 


As  of  8  May  2017,  920  companies  are  listed  on Bursa  Malaysia,  with  806 on the  Main 
Market  and  114  on  the  Ace  Market  (Bursa  Malaysia  Website).  Similar  to  other  stock 
exchanges in Asia, Bursa Malaysia is a completely order-driven market without specialists 
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or  market  makers.  Transactions  take  place  from  Monday  to  Friday,  except  for  public 
 holidays.  Shares  trading  on  Bursa  Malaysia  is  completely  automated,  with  instructions 
 entered in WinSCORE (a broker front-end system). All prices in the market are determined 
 by  the  supply  and  demand  of  market  forces  over  a  process  where  offers  and  bids  are 
 complementary.  In  each  transaction,  a  security  will  be  sold  to  the  highest  bidder  and 
 purchased at the lowest offer (Foo, 2013). 


       
 2.2.2  CBRS Scheme  


He  et  al.  (2010)  claimed  that  analyst  coverage  of  small  and  medium  companies 
 significantly  decreased,  especially  in  the  previous  decade,  for  many  reasons,  including 
 Global Research Analysts Settlement, Regulation FD, Sarbanes Oxley Act, and the growth 
 of  low-cost  internet  brokerage.  However,  great  efforts  have  been  employed  by  some 
 exchange markets worldwide to enhance liquidity and to attract investors’ interest in small 
 and medium-sized companies by increasing research coverage for these companies.  


Foo (2013) stated that the Singapore Stock Exchange (SGX) was the pioneering exchange, 
 implementing a research incentive scheme in December 2003, sponsored by the Monetary 
 Authority of Singapore (MAS). In 2009, in order to satisfy the needs of investors and listed 
 companies, the SGX founded a new research scheme, the SGX Equity Research Insights 
 (SERI)  (Singapore Exchange  Website).  In  2009, the  American  NYSE  Euronext  made  a 
 deal with Virtua Research to provide research coverage for agroup of NYSE and NYSE 
 Amex-listed  companies  to  be  made  accessible  to  all  investors  (NYSE-Euronext,  2009). 


Similarly,  NASDAQ-OMX  agreed  a  special  contract  with  Morningstar,  by  which 
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