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Reading the Market

F
inancial markets� can sometimes 
seem impenetrable, subject to unpre-
dictable forces. At Harvard Business 
School, however, two researchers be-

lieve they have found a means of anticipat-
ing the movements of individual companies’ 
stock prices, at least. Simmons professor of 
business administration Lauren Cohen and 
Coleman professor of financial management 
Christopher Malloy claim that firms publish 
reliable indications of their future financial 
performance in yearly and quarterly reports. 
But—as they write in their recent working 
paper “Lazy Prices” (coauthored with Quoc 
Nguyen, now an assistant professor at De-
Paul University)—investors simply are not 
paying enough attention to notice.

By law, all publicly traded firms publish 
10K (annual) and 10Q (quarterly) reports, 
thereby alerting shareholders to significant 
risks that could affect returns. Investors can 

sue over the omission of foreseeable prob-
lems, giving firms strong incentives to in-
clude even the tiniest details. As a result, the 
reports have lengthened over time: Apple 
Inc.’s 2018 iteration runs 85 pages. They are 
also dense and repetitive, with many firms 
printing nearly identical reports year after 
year. 

Yet Cohen and Malloy found significance 
in the exceptions to this uniformity. Analyz-
ing thousands of documents beginning with 
1995, they measured the year-to year changes 
firms make in the language of their reports, 
finding that variability “significantly pre-
dicts future negative earnings surprises.” 
(The vast majority of alterations are negative 
in tone.) When firms make such changes, 
Cohen explained in an interview, “that has 
a huge amount of information for future firm 
operations and for returns.” In some cases, 
the predictive nature of alterations is only 

This is at least part of the reason so little 
creative experimentation occurs in U.S. high 
schools, the researchers believe. Teachers feel 
hamstrung by an “ecosystem of constraint”: 
externally imposed curricular requirements, 
standardized testing benchmarks, and met-
rics that colleges use in admissions process-
es. These external forces are extremely nor-
mative, explains Fine; teaching well within 
that context, as within any context, requires 
skill, mentorship, and practice.

“Every teacher we talked to, to a person,” 
she says, “expressed a desire to have their 
classroom be a place where powerful learn-
ing was happening, regardless of what kind 
of kids they were teaching. They all wanted 
it.” The challenge, she says, is that often “the 
system responds to perceived threats by as-
serting more control, rather than allowing 
for a natural release that empowers kids to 
make more choices and to take ownership 
of their education.”� vjonathan shaw
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sensible: When firms report a CEO’s depar-
ture, for example, performance is likely to 
change. Yet even innocuous textual changes, 
such as an increased prevalence of words 
suggesting uncertainty, tend to portend di-
minished returns. 

One might expect investors to monitor 
this rich source of information closely—but 
that has not been the case. Instead, they of-
ten react to issues discussed in reports only 
after public announcements on the same 
topic, leading to a lag in the reaction of pric-
es (which are thus “lazy”). In 2018, for ex-
ample, Apple’s 10K warned investors about 
the implications of the U.S. trade war with 
China. “Three or four weeks later,” Cohen 
recounts, “they announced the same thing 
publicly”—and only then did prices plum-
met. “So,” he continues, “had you read the 

10Ks, you could have made a quick 10 per-
cent on the world’s most liquid stock.” The 
problem is one of inattention.

The researchers posit several reasons why 
investors might ignore this crucial infor-
mation. One is the lack of comparative lan-
guage: most reports do not directly address 
how they differ from the previous year’s. 
(Cohen and Malloy found that investors 
are more likely to respond appropriately to 
reports that do contain such language.) In 
addition, investors’ training in finance may 
engender a preference for quantitative mea-
sures of performance, such as earnings per 
share, over paragraphs of text. 

More broadly, investors are simply ne-
glecting to expend the time and energy nec-
essary to scrutinize these documents. The 
effort may be a “small friction” compared 
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to its potential rewards, but as 
Cohen explains, “If there’s one 
thing we know from behav-
ioral economics and finance, 
it’s that small frictions lead to 
large differences in behavior.”

For modern investors, 
he says, there is “an infinite 
amount of information delug-
ing you, in some sense”—and 

that deluge can cause important details to 
be overlooked, especially when details are 
harder to parse than quantitative data like a 
firm’s stock-market value. Cohen and Malloy 
are now approaching the same problem from 
a different direction, investigating how in-
vestor attention affects a firm’s performance. 

Since “Lazy Prices” was published, they 
have seen their results replicated several 
times. They have also seen financial com-
panies specialize in work informed by re-
search like theirs, comparing documents 
qualitatively over time. Moving forward, 
the authors expect that such research will 
motivate investors to pay more attention to 
these documents, despite the inherent “fric-
tions” involved.

The result could be an arms race of sorts 
between firms and investors. Faced with a 
more attentive set of investors, firms could 
attempt to make the most important in-
formation harder to find. But the federal 

mandate on firms—and the poten-
tial lawsuits that could arise from 
nondisclosure—limit that strategy. 
“One weapon on the firm’s side,” says 
Cohen, “is that there’s no mandate on 
how long these things can be. They 
can keep adding, they can obfuscate, 

move things around.” The computing tools 
that Cohen and Malloy used to compare re-
ports against each other will help investors 
combat these maneuvers. 

 J
U

L
IO

 M
A

N
U

E
L

 V
ID

A
L

 E
N

C
IN

A
S

T
O

N
Y

 R
IN

A
L

D
O

I l l u s t r a t i o n  b y  D a v e  C u t l e r

Investors are 
simply neglect-
ing to expend 
the energy 
necessary to 
scrutinize these 
documents.

14      May -  Jun e 2019

Reprinted from Harvard Magazine. For more information, contact Harvard Magazine, Inc. at 617-495-5746



R ight     N ow

A SURE THING
Give and receive  
with a Charitable Gift Annuity to help  
alleviate human suffering caused by disease

Calculate your fixed income for life  
with our free gift calculator: 

CGA Rates: 
Age 60: 4.9% |  Age 70: 6% |  Age 80: 7.7%  

Rates vary by age

hms.harvard.edu/giftcalculator 
or call 1-800-922-1782

COLLECTION

U R B A N  T U N N E L  V I S I O N

Cities Too 
Smart for 

Their Own 
Good?

W
ouldn’t everyone� want 
a hometown that’s a “smart 
city”? The answer seems 
obvious: who, after all, 

wants to live in a stupid city? And indeed, 
the technologies touted by smart-city ad-
vocates can seem utopian: self-driving cars, 
pothole-reporting apps, and sensors to de-
tect the public’s every need—all connected 
by free public WiFi!

But for Ben Green, this utopian view is 
precisely the problem. Informed by his ex-
perience designing technology for the cit-
ies of New Haven, Memphis, and Boston, 
Green—now a doctoral candidate in ap-
plied math at Harvard’s Paulson School of 
Engineering and Applied Sciences and an 
affiliate of the Berkman Klein Center for 
Internet and Society—believes the tech-
nologies sold to policymakers and the 
public as tools of a brighter, optimized ur-

“What you’ll see,” predicts Cohen, “is 
an equilibrium of those two sides.” Malloy 
adds that “then, you’d expect to see less pre-
dictability. The subtle and interesting part 
of this,” he says, is that the equilibrium re-
mains undefined. “You see both sides play-
ing,” presenting a dynamic relationship in 
which either side could conceivably take 
the upper hand. Papers like “Lazy Prices” 
might prompt more informed investment 
decisions, but as firms respond, the target 
will continue to move.   vjohn a. griffin
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