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Presenter Notes
Presentation Notes
Good morning. Thank you very much for including our paper in the program. The paper is titled “is stock index membership for sale?” and is co-authored with Kun Li from ANU and Shang-Jin Wei from Columbia University. We are looking forwards to your comments. 



Benefits associated with index membership

• Index membership boosts stock prices
 Shleifer (1986): S&P500 addition raised equity price by 2.8%
 Chang, Hong and Liskovich (2014) : Similar for Russell.

• Benchmarking to S&P500 can arise endogenously: 
 Kashyap, Kovrijnykh, Li, and Pavlova (2021): raising the 

equity prices of  index members by more than the increased 
demand from index ETFs and funds

• Strong incentives to compete for index 
membership 
 Price premium with index membership implies a lower cost 

of  capital.
 Agency consideration 
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Presentation Notes
It’s well documented that index membership has a lot of benefits. A primary benefit is the boost in stock price. Early work by Shleifer (1986) found a permanent increase in the equity price by 2.8% for S&P 500 members. Chang, Hong and Liskovich (2014) find similar effect for the Russell index. A key driver of the price premium is from benchmarking. Since the 1990, the size of the passively managed index fund market has grown dramatically. In 2019, it reaches a size of 5 trillion usd and accounts for 50% of the entire fund market. In the graph to the right, we show index funds tracking sp500 has a size near 2 trillion usd in 2019. It accounts for 20% of the entire fund market and about 9% of the US GDP. In addition, a recent paper by Kashyap and coauthors points out that even for the actively managed funds, due to the fact that many of these funds benchmark on the major stock indices, it creates additional inelastic demand. The sum of all of these additional demand associated with index membership contribute to boost in stock price. On the other hand, from firms’ perspective, the price premium implies a lower cost of capital. It’s natural to believe that firms have strong incentive to compete for index membership. 



Rules versus discretion in index membership decision  

• Publicly announced rules do not always predict actual membership
 S&P 500  - 60-80%
 Russell    - nearly 100%

• Rising concerns over the power of  stock market indices. 
 Discretion: AIG and Tesla
Multi-segment business: Potential conflict of  interest
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Operating Profit (S&P): USD (million) 
Year 2020 2019 2018 2017
Total 3936 3438 3021 2778
Rating 2223 1763 1530 1517
Indices 666 630 563 478

Presenter Notes
Presentation Notes
Given that firms in general would like to join stock indices, not all major stock indices follow transparent rules to guide their membership decisions. For example, S&P 500 is well known for its index committee’s role in making membership decision. In this paper, we first try to replicate S&P’s decision process by creating variables reflecting its published rules. As a result, we can predict only about 60%-80% of the membership decision. As a benchmark, we also model Russell 1000’s member decision. We find that unlike S&P500, Russell index is largely rule-guided and market cap explains nearly 100% of the membership decision. Moreover, there is a rising concerns over the power of these major stock indices. Let me give you two examples about discretion exercised by S&P. Back in 2008, sp chose to keep AIG in the sp500 index regardless of its significant shrink in size. In 2019, despite of the market expectation of tesla’s addition, sp chose not to include tesla in sp500 when it first met all the criteria. Finally, many index companies have multiple business segments. Take S&P for instance, rating is its most revenue generating segment. We argue that such multi-segment nature of index company could give rise to the conflict of interest.  



Research question

• Are major index membership decisions afflicted with conflict of  interest? 
Do they have efficiency consequences?

• Specifically: S&P 500 index as a laboratory. 
 Discretions vs rules in S&P 500 index membership decision?
 Does S&P give more favourable considerations to clients with more rating 

purchases? 
 Any causal evidence? 
What are the consequences of  discretionary additions?
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All these facts bring us to the research question. That is whether major index membership decision afflicted with conflict of interest. In specific, we use sp500 as a lab to examine the following questions: Is there any discretions associated with S&P 500 index membership?Does S&P give more favourable considerations to their clients of S&P rating servicesIf so, is there any causal evidence? Finally,  what is the consequence of discretionary additions?



Preview of the findings 

• Evidence of  discretion in the membership decision of  S&P 500. 
 Using published S&P rules, we are able to explain about 60-80% of  the index membership 

status and about 20% of  the addition decisions over the period of  1980 to 2018. 
 Compare: nearly 100% of  Russell 1000 membership status and nearly 100% addition decisions

• S&P gives more favourable considerations to those firms that buy relatively 
more rating services from S&P. 

• Identification.
 M&A between S&P500 members
 Sudden change of  the eligibility requirement in 2002.

• Evidence that discretionary additions to S&P 500 tend to perform worse in 
subsequent periods.
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A quick preview of our findings:First, we show the evidence of discretions associated with sp500 membership decision. Then, we show a positive correlation between firms sp rating purchase and their likelihood to be added to sp500. To establish causal relation, we adopt two identification strategies: we first use announcement of m&a between existing sp500 members as a shock to the firms’ incentive to compete for member. We find in the quarter with between sp500 ma announcement, firms increases their purchase of sp rating. Our second strategy is to use a sudden change rule change of sp500 on July 11, 2002. The rule required sp500 index members to be us firms. As a result, seven foreign firms are removed from the index and replaced by U.S. firms. The event is a surprise to the market and also lead to strong response from the asset management industry. We show foreign firms reduce their purchase of sp rating after such rule change, whereas their purchase of moody rating remain unaffected. Finally, we explore the consequence of discretionary additions. We show discretionary entrants have worse financial and stock performance followed their index addition. 



Literature Review 

• Add to the literature on index addition by exploring discretions in membership 
decisions and their consequences
 Index addition on stock price: e.g. Shleifer (1986), Kaul, Mehrotra and Morck (2000); Chang, 

Hong and Liskovich (2014); Hau, Massa and Peress (2009). 
 Real effects from index addition: e.g. Denis et al (2003), Bennett, Stulz and Wang (2020).  

• Examining whether issuers of  rating agencies have advantage in the rating agencies’ 
other business. 
 Conflict of  interest in financial market. 
 Conflict of  interest in the credit rating agencies document evidence of  inflated rating as a result 

of  conflict of  interest 
He, Qian and Strahan (2012), Efing and Hau (2015) and Baghai and Becher (2018)
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For the sake of time, I will just skip the literature. ****************************Our paper first adds to literature about index addition by examining determinants and consequences associated with discretion in member decisions. Our paper also adds to the literature on conflict of interest in general, and with credit rating agencies. We differ from the literature by examining whether issuers of rating agencies have advantage in the rating agencies’ other business.



Data

• Sample:
 Time period: 1980-2018
 Contains newly added S&P 500 firms and non-S&P 500 public firms. 
 Data source: 
Index membership: Siblis Research, CRSP, and Compustat
Rating information: S&P credit rating, Moody’s historical rating delivery 

services 
• New purchase of  ratings (about 1/4 of  firms in our sample purchased 

new ratings from 1980-2018)
• Security ratings (90,058 rating purchases)
• Issuer ratings (6,968 rating purchases)
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Our sample period is from 1980 to 2018. For baseline, our sample contains newly added S&P 500 firms and non-S&P500 public firms that meet the minimum eligibility criteria. Information on Index membership is collected and cross-validated in three databases, including Siblis research, CRSP and compustat Rating data comes from S&P credit rating and Moody’s historical rating delivery services. In our study focus on new purchase of ratings and ignore any subsequent update of the existing rating. In our sample from 1980-2018, 25% of our firms have new rating purchases. To clarify, rating purchase is not solely linked to bond issue. Our data contains both issuer-level rating and issue-level rating.  



Rating fees large enough to justify the impact  

• Rating fees: initiation fee + renewal fee
• Rating payment can range from $1,500 to $2,400,000
 “The fee for any particular rating is based on a variety of  factors, such as the type of  

rating being assigned, the complexity of  the analysis being performed, and the principal 
amount of  the issuance. Depending on such factors, fees for MIS's rating services may 
range from $1,500 to $2,400,000. A small number of  the ratings assigned and 
updated by MIS are not paid for by issuers.”

• Choice of  rating agency also plays a role
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The reason why we focus on the new purchase of ratings is related to how rating fees are paid. The initiation of a new rating requires a new transactional payment that typically involves a larger scale of monetary transfer from the firm to the rating company. In contrast, once a rating is initiated, firms make subsequent payment to the rating company on annual basis like renewal or subscription fees. These payments are non-transactional and often at a much smaller scale. Given the structure of rating fees, we argue that if firms want to influence sp with monetary transfers via rating purchase, it will be more likely to be through new rating purchases. We argue that the rating fees can be sufficiently large to influence the index membership decision. According to the Moody's rating fee disclosure, rating payment can be as high as 2.4 million. Next, when and how firms make new rating purchases. As a matter of fact, there are many types of rating that firms could use to make excessive rating purchases and pay money to the rating company. Even if firms are not making excessive rating purchase, their choice of choosing which rating company to purchase rating from also matters. 



Research Question 1:  
Does S&P exercise discretions on index membership decision?
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1980s 1990s 2000s 2010s 1980 - 2018 2015 - 2018
Panel A: # of Additions

201 175 237 160 773 92
Panel B: Percentage of stocks meeting a given criterion
Meet all criteria 22.39 41.71 72.15 73.75 52.65 78.26
US headquarter 97.51 95.43 97.89 86.88 94.95 94.57
US incorporation 97.01 94.86 97.05 84.38 93.92 93.48
MktCap ≥ S&P 500 threshold 100.00 100.00 98.31 97.50 98.97 97.83
Turnover ≥ 1 24.88 49.71 85.65 98.13 64.29 97.83
Monthly volume  250,000 shares 82.09 97.71 97.89 99.38 94.05 100.00
Earnings last1Q > 0 98.51 94.86 91.56 93.13 94.44 90.22
Earnings last4Q > 0 97.01 90.86 90.72 95.00 93.27 93.48
IWF ≥ required threshold 100.00 100.00 99.58 98.75 99.61 97.83
Time since last deletion from S&P 500 
> required threshold 

100.00 100.00 100.00 100.00 100.00 100.00

Panel C: # of (unique) firms that satisfied all addition criteria but not added to the index
997 3004 2874 444 4996 297

• Evidence of discretions in S&P 500 additions

Presenter Notes
Presentation Notes
Let’s move to the empirical findings. We actually have been talking with s&p in the last few months. They gave us a lot of comments and we incorporate a lot their comments in the paper, so the current number is slightly different than abfer version. But the main message remains the same. In this table, we construct variables to reflect the sp published rules.  US domicile: us headquarter, us incorporationSize : marketcap >=sp500 threshold Liquidity: annual turnover >1, recent 6 month monthly volume >250000 sharesFinancial viability: earnings of most recent quarter >0, and earnings of most recent 4 quarter >0Investable weight factor (IWF) to meet certain threshold. IWF basically reflect the free float that not held by long-term investors. A recent rule of sp requires a firm that recently removed from sp500 to wait a certain time before re-adding to the index. Our deletion gap reflect this requirement. Based on these rules, we document a fraction of addition firms don’t meet all these criteria. Since we are constructing the rule variables based on sp published rule goes back to 2015, there could be measurement errors for early periods. However, even for additions between 2015-2018 that we know exactly of all these rules. We still find 22% of the addition firms that violates some rules.In panel c, we show that there are a large number of non-index firms meet all the selection criteria at the same time but not added to the index. 



Research Question 2a:  
Do S&P’s decisions on index additions take into account firms’ 
(S&P) rating purchases?
• Specification 

• Main findings: recent purchases S&P ratings help the firm to be added to the 
index beyond the published rules on additions. 

• Robustness: 
 First report accounting numbers 
 Lag 2 quarter value 
 Event-based regression 
 Control for M&A
 Fama-Macbeth 
 Non-parametric method, i.e. random forest 
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𝑆𝑆𝑆𝑆_𝑎𝑎𝑎𝑎𝑎𝑎𝑖𝑖,𝑡𝑡 = 𝛽𝛽1𝑆𝑆𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑃𝑃_𝑃𝑃𝑠𝑠𝑖𝑖,𝑡𝑡−4,𝑡𝑡 + 𝛽𝛽2𝑆𝑆𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑃𝑃_𝑎𝑎𝑎𝑎𝑎𝑎𝑖𝑖,𝑡𝑡−4,𝑡𝑡 + 𝐶𝐶𝑖𝑖,𝑡𝑡 + 𝐹𝐹𝑖𝑖 + 𝑋𝑋𝑡𝑡 + 𝜀𝜀𝑖𝑖,𝑡𝑡

Presenter Notes
Presentation Notes
Next, we examine whether S&P’s decisions on index additions take into account firms’ rating purchases from sp. Align with sp review frequency, we use quarterly data and follow the model to conduct the test. SP_add is a dummy variable and we rescaled it to be either 0 or 100. Purchase_sp is a dummy that equals 1 if firm i purchase any rating from sp in quarter [t-4, t]. Purchase_any is a dummy variable if a firm purchase any rating from either sp or moody in the same window. Basically, the purchase_any will capture all the rating related effect, while purchase_sp captures the incremental effect of sp rating purchase. We also conduct a set of robustness checks: including using the first report accounting numbers, using the firms characteristics at t-2, use event based-regressions, control for ma events. We also alter method by using fama-Macbeth and random forest, and they all give us qualitatively similar results. 



S&P500_addition=100, otherwise=0

VARIABLES
(1)

Probit
(2)

Relogit
(3)

OLS
(4)

OLS
(5)

OLS
Purchase_any ratings 0.103 0.272 -0.038 0.040 0.051

(0.069) (0.173) (0.061) (0.062) (0.062)
Purchase_S&P ratings 0.130* 0.294* 0.188** 0.161** -0.047 

(0.071) (0.176) (0.075) (0.076) (0.062)
Purchase_sp×Size rank[1,100] -0.140 

(0.981)
Purchase_sp×Size rank[101,300] 2.155***

(0.675)
Purchase_sp×Size rank[301,500] 1.027***

(0.343)
Purchase_sp×Size rank[501,700] 0.298** 

(0.127)
Purchase_sp×Size rank[701,1000] 0.012

(0.039)
Other controls Yes Yes Yes Yes Yes
Observations 465,688 465,688 479,321 479,101 479,101
Firm FE No No No Yes Yes
Quarter FE Yes Yes Yes Yes Yes
R2 0.43 0.35 0.03 0.05 0.05
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Here are our findings. Our main findings is that recent purchases S&P ratings help the firm to be added to the index beyond the published rules. In columns 1-4, we find positive and significant coefficients for purchase_sp. In terms of economic magnitude, for example, in column 4, a firm purchase S&P rating double its unconditional probability to be added to S&P 500. In column 5, we show that the effect is stronger for firms around the sp500 threshold. 



Research Question 2b: 
Do firms purchase more ratings when the chance of getting 
into the S&P 500 is higher?
• Shocks to vacancies on the S&P 500 index
 Announcements of  M&A events between S&P 500 members are likely to result in vacancies 

in the index
 Findings: 

Upon merger announcement, large firms outside the index tend to increase their purchases of  
S&P ratings (more than they do of  Moody’s ratings). 

Firms buy more S&P ratings after an opening in the index when there is a higher stock price 
reaction to addition events.

• A shock to the eligibility for index membership
 The 2002 rule change on domicile of  companies: 7 European and Canadian firms suddenly 

removed from the index
 Findings: 
Find a significant reduction in S&P rating purchases by foreign firms after the event 

(relative to US firms). See no comparable changes in foreign firms’ purchase of  
Moody’s ratings
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Presenter Notes
Presentation Notes
We use two settings to establish identification.The first exogenous shock is the announcement of ma events between existing sp500 members. Such event are likely to result in vacancies in the sp500 index and therefore enhance firms’ incentive to compete for the membership.  If rating purchase is used to influence sp500 membership decisions, one should expect firms’ rating purchase from S&P also increases around these announcements. 
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Full sample Restricted sample
SP Moody SP Moody SP Moody SP Moody

Variables (1) (2) (3) (4) (5) (6) (7) (8)
SPmerger × Size rank[1,1000] 0.009*** 0.004*** 0.028*** 0.016***

(0.002) (0.001) (0.004) (0.003)
SPmerger × Size rank[1,100] 0.039* 0.012 0.096** 0.001

(0.021) (0.017) (0.041) (0.034)
SPmerger × Size rank[101,300] 0.005 0.005 0.028 0.023

(0.009) (0.007) (0.019) (0.014)
SPmerger × Size rank[301,500] 0.017*** 0.003 0.045*** 0.028***

(0.005) (0.003) (0.010) (0.008)
SPmerger × Size rank[501,700] 0.013*** 0.006** 0.038*** 0.020***

(0.005) (0.003) (0.008) (0.005)
SPmerger × Size rank[701,1000] 0.004 0.003 0.016*** 0.011*** 

(0.003) (0.002) (0.005) (0.003)
SPmerger 0.001 0.002*** 0.001 0.002*** 0.002** 0.004*** 0.002** 0.004***

Bond

(0.000)
0.466***

(0.011)

(0.000)
0.647***

(0.013)

(0.000)
0.466***

(0.011)

(0.000)
0.647***

(0.013)

(0.001)
0.090*
(0.054)

(0.001)
0.180***

(0.067)

(0.001)
0.088

(0.054)

(0.001)
0.179***

(0.066)

SPmerger × Size rank[1,1000] = SPmerger × Size rank[1,1000] 4.251*** 7.701***
SPmerger × Size rank[301,500]= SPmerger × Size rank[301,500] 4.796*** 2.403
SPmerger × Size rank[501,700]= SPmerger × Size rank[501,700] 1.539 5.251***

𝑆𝑆𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑃𝑃_𝑃𝑃𝑠𝑠𝑖𝑖,𝑡𝑡 = 𝛽𝛽1𝑆𝑆𝑆𝑆𝑆𝑆𝑃𝑃𝑃𝑃𝑆𝑆𝑃𝑃𝑃𝑃𝑡𝑡 × (𝑃𝑃𝑠𝑠𝑠𝑠𝑃𝑃 𝑆𝑆𝑃𝑃𝑔𝑔𝑃𝑃𝑠𝑠) + 𝛾𝛾1𝐵𝐵𝑔𝑔𝑎𝑎𝑎𝑎𝑖𝑖,𝑡𝑡 + 𝐶𝐶𝑖𝑖,𝑡𝑡−1 + 𝐹𝐹𝑖𝑖 + 𝜀𝜀𝑖𝑖,𝑡𝑡
𝑆𝑆𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑃𝑃_𝑆𝑆𝑔𝑔𝑔𝑔𝑎𝑎𝑎𝑎𝑖𝑖,𝑡𝑡 = 𝛽𝛽1𝑆𝑆𝑆𝑆𝑆𝑆𝑃𝑃𝑃𝑃𝑆𝑆𝑃𝑃𝑃𝑃𝑡𝑡 × (𝑃𝑃𝑠𝑠𝑠𝑠𝑃𝑃 𝑆𝑆𝑃𝑃𝑔𝑔𝑃𝑃𝑠𝑠) + 𝛾𝛾1𝐵𝐵𝑔𝑔𝑎𝑎𝑎𝑎𝑖𝑖,𝑡𝑡 + 𝐶𝐶𝑖𝑖,𝑡𝑡−1 + 𝐹𝐹𝑖𝑖 + 𝜀𝜀𝑖𝑖,𝑡𝑡

Presenter Notes
Presentation Notes
Our sample include all non-index firms. Spmerger is a dummy variable that equals 1 if there is any between sp500 merger announcement in quarter t. Consistent with this conjecture, we show that upon merger announcement, large firms outside the index tend to increase their purchases of S&P ratings (more than they do of Moody’s ratings). In column 1 and 2, we find that the coefficient on the interaction term is twice as large in the S&P rating purchase than in the one for Moody’s rating purchase. And the difference is statistically significant. In Columns 3 and 4, we show that additional rating purchases from S&P come primarily from firms ranked from 300 to 700 in market capitalization. In columns 5-8, we restrict the sample to a subset of periods and find qualitatively similar results to the full sample. 



Effects are dominated in the periods with high addition benefit and 
among firms closer to the S&P 500 threshold
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We interact past addition car with spmerger. We show that the effects are dominated in the periods with high addition car. This is consistent with our conjecture that firm will compete more when perceived benefit of index addition is higher. ******************************************************This addition CAR can either reflect the perceived benefit of index addition is higher. Alternatively, if discretionary addition leads to larger addition car due to surprise, this high car could also suggest in that period there are more discretionary addition. However, either interpretation of the car doesn’t invalid our findings. 



Research Question 2b: 
Do firms purchase more ratings when the chance of getting 
into the S&P 500 is higher?
• Shocks to vacancies on the S&P 500 index
 Announcements of  M&A events between S&P 500 members are likely to result in 

vacancies in the index
 Findings: 
Upon merger announcement, large firms outside the index tend to increase their 

purchases of  S&P ratings (more than they do of  Moody’s ratings). 
Firms buy more S&P ratings after an opening in the index when there is a higher stock 

price reaction to addition events.
• A shock to the eligibility for index membership
 The 2002 rule change on domicile of  companies: 7 European and Canadian firms 

suddenly removed from the index
 Findings: 
Find a significant reduction in S&P rating purchases by foreign firms after the 

event (relative to US firms). See no comparable changes in foreign firms’ 
purchase of  Moody’s ratings
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Our second empirical strategy is to use the sudden rule change by sp in 2002 as an adverse shock to foreign firms’ incentive to compete sp500 membership. 



Effects of the rule change announcement on rating purchase
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We show a significant reduction in S&P rating purchases by foreign firms after the event (relative to US firms). And we don’t see any comparable changes in foreign firms’ purchase of Moody’s ratings. Such effects are dominated in firms with larger size, in Canadian and European firms where the deleted firms are from. We also show the effect both exist in short and long window after the event. 



Research Question 3: 
Do “discretionary-ins” have worse financial performance? 
• Examine the consequence on firm performance over -4 to +4 years relative to 

addition events
• Define discretionary entrants 
 Use the estimated probability from S&P 500 membership regression, we define an 

addition as a low entry probability addition if  its estimated entry probability is smaller 
than the median of  the addition sample. 
 Among the low entry probability additions, we define discretionary additions to be S&P 

500 additions of  firms with low entry probability and S&P rating purchase within 
one year before the additions.

• Main findings: 
 “Discretionary-ins” have worse subsequent performance than “rule-based ins” or 

“discretionary-outs” in terms of  profitability, ROA and stock price. 
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Finally, we explore consequences of discretionary additions. For every firm added to the index, we check if there exist other firms that satisfy all addition criteria and are stronger than the firm actually added to the index. We can then form three groups of firms. The first group is rule-based entrants: An added firm is considered a rules-based entrant if there are no other more qualified firms that are not added to the index. On the other hand, an added firm would be considered a discretionary entrant if there exist other more qualified firms that are not added to the index.Finally, the set of more qualified firms excluded from the index are labelled as “discretionary outs.”We then compare the financial and stock performance among the three groups of firms. 
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(1) (2) (3) (4) (5) (6)

Variables [-4,+1] [-4,+2] [-4,+4] [-4,+1] [-4,+2] [-4,+4]

Profitability ROA

Post × Discretionary In -0.008 -0.010∗ -0.008∗ -0.019** -0.017*∗ -0.012∗
(0.006) (0.005) (0.005) (0.009) (0.008) (0.006)

Observation 4,176 4,886 6,078 4,698 5,500 6,836
R2 0.88 0.86 0.85 0.76 0.73 0.71
Controls Y Y Y Y Y Y
Match-Specific Firm FE Y Y Y Y Y Y
Match-Specific Year FE Y Y Y Y Y Y

“Discretionary ins” has worse performance compared to 
“discretionary outs”

Presenter Notes
Presentation Notes
We first compare discretionary in and discretionary outs. We find negative and significant coefficients for the interaction terms indicating that discretionary additions have worse performance than their matched discretionary outs. 
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(1) (2) (3) (4) (5) (6) (7) (8)
[-4,+1] [-4,+2] [-4,+3] [-4,+4]

Variables Profitability
Post × Treat -0.004 0.004 -0.006∗∗∗ 0.002 -0.006∗∗∗ 0.001 -0.007∗∗∗ -0.000

(0.003) (0.005) (0.002) (0.004) (0.002) (0.004) (0.002) (0.004)
Post × Treat × Discretionary In -0.010∗ -0.011∗∗ -0.010∗∗ -0.009∗

(0.006) (0.005) (0.005) (0.004)
Observation 1,017,571 1,017,571 1,177,015 1,177,015 1,319,392 1,319,392 1,448,212 1,448,212
R2 0.88 0.88 0.87 0.87 0.86 0.86 0.86 0.85

ROA
Post × Treat -0.001 0.006 -0.004 0.004 -0.002 0.006 -0.002 -0.006

(0.004) (0.006) (0.004) (0.007) (0.003) (0.006) (0.003) (0.005)
Post × Treat × Discretionary In -0.010 -0.011 -0.012∗ -0.011∗

(0.009) (0.008) (0.007) (0.006)
Observation 1,021,971 1,021,971 1,182,741 1,182,741 1,326,505 1,456,625 1,456,625 1,456,625
R2 0.77 0.77 0.75 0.75 0.74 0.74 0.73 0.73
controls Y Y Y Y Y Y Y Y
Match-Specific Firm FE Y Y Y Y Y Y Y Y
Match-Specific Year FE Y Y Y Y Y Y Y Y

𝑆𝑆𝑃𝑃𝑃𝑃𝑃𝑃𝑔𝑔𝑃𝑃𝑆𝑆𝑎𝑎𝑎𝑎𝑃𝑃𝑃𝑃𝑖𝑖,𝑡𝑡 = 𝛽𝛽1𝑆𝑆𝑔𝑔𝑃𝑃𝑃𝑃𝑡𝑡 × 𝑇𝑇𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑖𝑖 + 𝛽𝛽2𝑆𝑆𝑔𝑔𝑃𝑃𝑃𝑃𝑡𝑡 × 𝑇𝑇𝑃𝑃𝑃𝑃𝑎𝑎𝑃𝑃𝑖𝑖 × 𝐺𝐺𝑖𝑖 + 𝐶𝐶𝑖𝑖,𝑡𝑡−1 + 𝐹𝐹𝑖𝑖 + 𝑋𝑋𝑡𝑡 + 𝜀𝜀𝑖𝑖,𝑡𝑡 .

“Discretionary ins” has worse performance compared to “Rule-
based entrants”

Presenter Notes
Presentation Notes
Next, we compare discretionary ins with rule-based entrants. We show that “Discretionary ins” has worse performance compared to “rule-based entrants”. Our findings also echo the findings in the recent paper by Bennett, Stulz and Wang’s (2020) which show that index additions are associated with a deterioration in  subsequent performance. However, we offer a new interpretation of the data pattern by showing the deterioration is driven entirely by the discretionary additions. 



“Discretionary-ins” have worse stock performance compared to 
“discretionary-outs” and “rule-based entrants”
• Who bear the cost of  such discretionary addition?

 Investors suffer from S&P’s discretionary addition
 Passively managed index fund vs actively managed S&P 500
 Policy implication 
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Month Discretionary Entrants Rules-Based Entrants Discretionary Outs Difference
(1) (2) (3) (4) = (1) - (2) (5) = (1) - (3)

36 0.032*** 0.101*** 0.063*** -0.069***    -0.031**
(0.011) (0.014) (0.010) (0.018) (0.015)

48 0.043*** 0.107*** 0.062*** -0.064*** -0.020
(0.009) (0.013) (0.008) (0.015)                   (0.012)

60 0.042*** 0.103*** 0.060*** -0.061***               -0.018*
(0.008) (0.011) (0.007) (0.014)              (0.011)

Presenter Notes
Presentation Notes
Finally, we show that discretionary addition is associated with poorer performance in long run stock return relative to other two groups. In terms of magnitude, in 60 months, discretionary additions lead to a difference of 610bps in annualized return relative to rule based entrants, and 180 bps relative to discretionary outs.



Conclusion 

• The decisions on S&P 500 membership appear to have discretions.

• Evidence on conflict of  interest through a two-part investigation:  
 S&P gives more favourable considerations to firms buying more S&P ratings.
 Non-S&P 500 firms buy more S&P ratings when there are openings in the S&P 

membership (but not more Moody ratings)

• “Discretionary-ins” have worse subsequent performance than “rule-based ins” 
or “discretionary-outs” in terms of  profitability, ROA and stock price. 
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Looking forwards to 
your comments!
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