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Which Matters? Accuracy or Boldness?
Analysts Earnings Forecast and Institutional Holdirgs

Abstract

This paper aims to investigate the effect of finahanalysts’ earnings forecast on the
institutional trading. In specific, we addressethissues regarding the effect of financial
analysts earnings forecast on the institutionadlings: (1) Do institutional investors pay
more attention and more sensitive to analyst egsniforecast with higher forecast
accuracy? (2) Do institutional investors preferlgsta with higher accuracy on earnings
forecast? (3) Do institutional investors preferlgsis with bold attitude toward earnings
forecast? Firstly, our empirical results show timgtitutional investors do pay attention
to the accuracy of financial analysts earnings daseé That is, firms with higher

accuracy of analysts’ earnings forecast tend teoacttmore institutional investors’

attention and thus higher institutional holding&econdly, our results evidence that
institutional investors prefer analysts with higheercuracy in their earnings forecast.
That means institutional investors tend to follovoren closely those analysts whose
earnings forecasts are more accurate. Finallyfimek that institutional investors in

general are indifferent to the boldness of analys#snings forecast. However,
institutional investors will pay more attention afallow more closely those analysts

whose earnings forecasts are not only accuratelbatclose to the consensus.

Keywords: financial analysts, earnings forecast, institutioal holdings, accuracy of

earnings forecast, boldness on earnings forecast



1. Introduction

In this paper, we examine the effects of both tbeusacy and the boldness of
analysts’ earnings forecasts on the institutionakstors’ shareholdings. Prior related
studies have focused on the impact of the levahalysts’ earnings forecasts or analysts’
earnings revisions on institutional holdings. Heese to our knowledge, there has been
no research investigating specifically on how mgional holdings are influenced by the
accuracy and boldness of analysts’ earnings fotecabherefore, this paper contributes
to the literature by providing more insights on tlode of accuracy and boldness of
analysts’ earnings forecasts on institutional inwess trading behavior.

In the literature, there has been well documerttat analysts’ earnings forecasts
provide valuable information for the stock priceveament. For example, Brown (1993)
compares the analysts earnings forecast resultshencesults forecasted by time series
models and concludes that analysts provide foredhat are superior to the forecasts by
using time series model. Eddy and Seifert (19929 a&vidence that the stock price
performance and analysts’ earnings forecasts aselgl related. In addition, the results
from Womack (1996), Juergens (1999) and Barberl.e{2@01) all indicate that on
average analysts’ favorable (unfavorable) recomrmagomls are associated with positive
(negative) abnormal stock returns. All of thesedss suggest that analysts’ earnings
forecasts are of value to investors.

However, there are also other studies that fintediht results. For example,
Forbes and Skerratt (1992) examine the role ofyatsllrevisions of earnings forecasts
and find that some agency problems may reduce dhability of analysts’ earnings
forecasts. Brown, Foster and Noreen (1985) findt thnalysts’ earnings forecast
revisions follow stock price changes, rather thace wersa. Both of these studies
guestion the value of analysts’ earnings foredastise investors.

The existing literature on the relationship betwewstitutional trading and stock
returns has concluded that institutional tradingasitively correlated with the movement
of stock returns (e.g., Edelman and Baker (198T}))an and Lakonishok (1993) find that
institutional investors are better informed thagivwdual investors and hence institutional

trading leads price changes. This finding is &lsofirmed by other studies such as Sias,



Starks, and Titman (2001) and Chakravarty (200b).addition, Gompers and Metrick
(2001) document that the institutional ownershifpsdo forecast stock’s future return.
The empirical results by Nofsinger and Sias (19880 suggest that firms with
significant increases in institutional ownershiptpmrform firms with significant
decreases in institutional ownership. Chen, Jeggddeand Wermers (2000) report
similar findings for mutual fund managers.

There have been also some discussions in thetliteraegarding the relation
between analysts’ earnings forecasts and institatitading. However, the findings are
mixed. Eakins et al. (1997/1998) find little eunde that institutional investors follow
analysts’ earnings forecasts. O’Brien and Bhugti®90) evidence a positive relation
between analyst following and institutional ownapsivhile the causal relation is hard to
establish. In their recent study, Chen and Ch@0§®) find that institutional investors
increase their holdings of firms with favorable lgsts recommendations while decrease
their holdings of firms with unfavorable analysescommendations. He, Mian and
Sangkaraguruswamy (2005) also find that large teade institutional investors tend to
buy (sell) stocks for which star analysts revisesithrecommendations upward
(downward). Both of these studies imply that ingiinal investors do pay attention to
the analysts’ recommendations.

While the above literature provides evidences idiggrthe influence of analysts’
earnings forecasts on institutional holdings, nohéhem has yet explored the effect of
either the accuracy or the boldness of analystsiiegs forecast on institutional holdings.
This paper fills this gap by focusing on the effeftanalysts’ forecast accuracy and
boldness and examines the possible influence &f ebithiem on institutional holdings.

Our empirical evidence shows that institutionalestors are able to identify the
firms with more accurate analysts’ earnings forecasd pay more attention to those
firms. Institutional investors are more sensitieeanalysts’ earnings forecasts when
those forecasts are more accurate. Furtherma#tuttional investors are not only more
sensitive to analysts’ forecasts on those firm& Wwigher forecast accuracy but also more
sensitive and follow more closely to those analyst® report more accurate earnings
forecasts.



For the analyst’s boldness in earnings forecasffjweethat institutional investors’
preference on the analysts with higher earningsctst accuracy only applies to those
analysts whose earnings forecast are close tootgeasus. In other words, the accuracy
of analysts’ forecasts would affect institutional@ésting behavior more when analysts
are not too bold in their earnings forecasts. Ty imply that institutional investors do
not blindly follow the analysts earnings forecdstheir forecasts are too bold and far
away from the consensus. That is, institutionakgtors tend to be selective and risk-
averse when they follow the analysts with highee¢ast accuracy.

The following sections of this paper are organiasdollows. The next section
describes the data that we use for the empirical p8ection 3 discusses the research
design of this paper, including the measurementadouracy and boldness of analysts’
earnings forecasts, and the regression model. rifapiresults are reported and

discussed in section 4. Finally, section 5 preseunt conclusions.

2. Data Description

The financial analysts’ earnings forecast databtioed from the Detail History
Database of the Institutional Broker Estimate Sys{#B/E/S) Database. The beginning
year of the Detail History Database in I/B/E/S B32. However, in 1982 the entire
number of earnings forecast observations fromirdiricial analysts in that year was only
473, which is quite small compared with other ygafBherefore, year 1982 is dropped
from our sample period. Thus, our sample periodldoclude years 1983 to 2005.

The institutional ownership data is retrieved fraihre 13F file of Thomson
Financial Database. Our original sample periodtfar institutional ownership data is
from 1980, the beginning year of the 13F file, @02. But in order to match with
financial analysts’ earnings forecast data fromiB/B, we restrict our final sample period
from 1983 to 2005. The 13F file includes five difnt categories of institutional

investors: bank trust departments, insurance compamutual funds, independent

! In our sample period from year 1983 to year 2808 numbers of earnings forecast observations &ibm
financial analysts range from 64,988 to 177,47thanl/B/E/S database.



investment advisors, and others. We sum up atheffive institutional categories to
obtain the aggregate institutional ownership data.

The number of institutions and institutional owrepsratio for each year from
1983 to 2005 are shown in columns 2 and 3 in TablErom those two columns it is
obvious that the number of institutions had beeadity increasing during this period.
For example, in 1983 the number of institution§72 while in 2005 it is 1344, exactly
twice the number in 1983. The institutional owhgosratio on average had also
increased steadily from 1983 to 2005 with the lawa&34% in 1983 and the highest
64.72% in 2005.

Columns 5 through 7 in Table 1 report the minimamean and maximum earnings
per share (EPS) forecast by all financial analgstsll firms for each year in our sample
period. During that period, on average the meath@fanalysts’ earnings forecast for a
firm ranges from $1 to $2 per share. It is inténgsthat both in 1987 when stock market
crashed and in 2001 when high-tech bubble bustesl,ahalysts’ earnings forecasts
declined dramatically. In 1987, the maximum EP&dast declined to $11.20 from
previous year's $17.70, a 36% decrease, and thenonin EPS forecast was also down
from -$9.0 to -$12.33, roughly the same percentdgerease as the maximum EPS
forecast. Similarly, in 2001, the maximum and mmam EPS forecasts on average
decreased by 43% from $14.68 to $8.34 and 35% f&#H.04 to -$20.33, respectively.
This may imply that most financial analysts’ eagsrforecasts are closely related to the
market situations and their earnings forecast dew@sare affected by current stock
market momentum.

The last three columns in Table 1 list the minimamean and maximum number of
financial analysts on a firm during 1983 to 20@ecause we eliminate those firms with
less than 10 analysts in any year, the minimum reundf analysts is always 10
throughout the sample period. The maximum numbemalysts varies from 49 to 87
while the mean number of analysts ranges betweeand030. The average number of
analysts on a firm was not affected by the marlatddions as found in analysts’

earnings forecasts.



3. Research Design

This paper aims to examine the effects of the aoyuand boldness of financial
analysts’ earnings forecasts on the institutioradihg. In specific, this paper attempts to
address the following three issues: (1) whethetitui®nal investors will pay more
attention and more sensitive to analysts’ earnifagecast on those firms with more
accurate analyst forecasts? (2) whether analydts more accurate earnings forecasts
will attract more institutional holdings on therfis that they analyze? And (3) whether
institutional investors will be more sensitive toose analysts who are bold in their

earnings forecasts?

3.1. Measurement for the Accuracy of Earnings Faséc

In order to investigate the effect of either thewmacy of the overall analysts’
earnings forecast or the accuracy of an analystsiegs forecast, we need to find a way
to measure the accuracy of analyst’s earnings &stecln this paper, we follow Hong et
al. (2000) and Hong and Kubik (2003) to measureabeuracy of analyst’s earnings
forecast in the following way.

First of all, we calculate the earnings forecasbrefor each analyst on each firm in

a particular year as in equation (1):
FE,;=|FEP$-AEPS|/P;, (1)

where FE;; is the average forecast error Bfanalyst on'f firm in year t;
FEPS;; is the average forecasted EPS'bénalyst on' firm in year t;
AEPS; is the actual EPS of firm in year t;

and R is the average stock price 8ffrm in year t.



The accuracy of analyst’s earnings forecast isutatied by the inverse of the forecast
error (FE). That is, the smaller the value of éarst error, the more accurate the earnings
forecast is.

For the accuracy of each analyst’'s earnings fotetlas easiest way is to simply
take an average of the forecast errors among dleofirms that a particular analyst has
reported earnings forecast on. And, use the ievefghat average forecast error as the
forecast accuracy of that particular analyst. Heevethere are potential biases by doing
so. Firstly, there may be significant differenéeghe values of earnings forecast and,
thus, the values of earnings forecast error amonts fin different industries. Therefore,
by using such a measure of absolute accuracy nsgrdithe true accuracy of each
analyst.

Secondly, the number of analysts in a firm may &&owus. That is, for some firms
there may be many analysts engaged in that firafgaiegs forecast while other firms
may only have few analysts providing earnings fasés. The competitiveness or lack of
competitiveness in the earnings forecast amongystsainduced by the number of
analysts on a firm may affect the measure of acguoé each analyst’s earnings forecast
on that firm. Thus, it may be biased in reflectthg accuracy of each analyst’s earnings
forecast by using the absolute accuracy measure.

In order to resolve the above-mentioned problendudéad by using absolute
accuracy measure for analyst’s earnings forecast,employ the relative accuracy
measure used by Hong et al. (2000) and Hong andkK{Z®03) to identify each
analyst’s earnings forecast accuracy as follows.

First of all, for one particular firm during a parilar year we calculate the average
earnings forecast error for each analyst on that By using equation (1) above. Then,
we sort all of the analysts on that firm accordingheir average forecast errors during
that year. The analyst with the lowest (highes8rage forecast error during that year is
ranked the first (last). We then assign an acquemore to each analyst on that firm
during that year according to the following equatio

Rank, -1
Number of Analysts

Acc_scorg, = 106 x 10, (2)



where Acc_scorg, : the analyst i's accuracy score on firm j in ygar
Number of Analystg : the number of analysts on firm j in year t;

Rank;; : the rank of analyst i's earnings forecast acoyien firm j in year t.

Finally, we take an average of the accuracy scamemng the firms on which each analyst
has reported earnings forecast. This average aoggcore then represents the earnings
forecast accuracy of each analyst during that ygée.conduct the same process for each
year in the entire sample period.

3.2. Measurement for the Boldness of Analyst’s iBgsForecast

One of the purposes of this paper is to examineefifect of the boldness of
analyst’s earnings forecast on the institutionaddlimgs on a firm. In order to empirically
test the significance of such an effect, we needeatify the degree of boldness of each
analyst’s earnings forecast. The analyst's bolsinegasurement is based upon the
method used by Hong et al. (2000) as follows.

First, we calculate the consensus earnings forelogsaveraging the earnings
forecast on a firm by all of the analysts in a jeatar year as shown in equation (3)
below:

Nj s

_ Fiis

F- — =1 , 3
A ©

where Ifj’t : the consensus earnings forecast of all anatystsm j in year t;
F

Bk
N;: : the number of analysts reporting earnings faeoa firm j in year t.

: the earnings forecast of analyst i on firm year t; and

We then calculate each analyst’s deviation fromseosus of earnings forecast on a firm
in a particular year by using the difference offeaoalyst’'s earnings forecast and the
consensus dividing the average share price ofitireifi that year, as shown in equation
(4):

_ ‘F' it ~Fy

deviation from consensys= IP— , 4)
jit



whereF, |,

is the consensus earnings forecast on firm j im yesnd

is analyst i's earnings forecast on firm j in y&ar
F
P, is firm j's average share price in year t.

Next, by using the same process for ranking arialgsicuracy in earnings forecast
that is stated above, we rank the boldness of analyst on a firm according to his/her
“deviation from consensus” in equation (4). Figalby using the similar method in
measuring the degree of analyst's accuracy in egsnforecast, we use equation (5)

below to assign boldness score to each analyst partecular firm during a particular

year:

Rankijt -1

Bold_scorg, = 106 X
" Number of Analystg

()

where Bold_scorg, is the boldness score assigned to analyst i onjfin year t;
Number of Analystg is the number of analysts engaged in earninggdsteon
firm j in year t; and

Rank;; is the boldness ranking of analyst i on firm j@m@ngs forecast in year t.

Finally, we sum up each analyst's boldness scarealf of the firms that he/she reports
earnings forecast on and divide it by the numbefirofs to obtain an average boldness
score for each analyst in a particular year. Agdiis process is repeated for each year in

the entire sample period.

3.3. Regression Model

In our empirical analysis, we start with analyzitng effect of analysts’ earnings
forecast accuracy on the institutional holdingsaofirm by controlling the number of
analysts covering the firm and the market capialin of the firm. It has been
documented in the existing literature that the neimdf analysts covering a firm may
affect the institutional holdings of the firm. Fexample, both O’Brien and Bhushan
(1990) and Hussain (2000) find evidences thatisétutional holdings on a firm would
be higher if there are more analysts covering thma.f In other words, their findings



suggest that there exists a positive relationseipvéen the number of analysts covering a
firm and the institutional holdings on that firm.

For firm's market capitalization, there are alsadsts uncovering the relation
between a firm's market capitalization and thainfg institutional holdings. For
example, Falkenstein (1996) finds that institutiomxestors prefer to invest in stocks
with larger market capitalization. Therefore, inder to have our result not being
confounded with the effect from both the number avfalysts and firm’s market
capitalization, we control those two variables um empirical regression model.

The regression model that we use in our empiricalysis is as follows.

IHi: = b0 +b1* EF+ b2* Num+ b3 * Sizg; + &, (6)

where [H; = the institutional holdings of firm i during yegr
EF = the analysts’ average earnings forecast on faoring year t;

Num; = the number of analysts who have coverage onifirearnings forecast during

year t;
Sizg = firm i's market capitalization in year t; and
&it= the regression residuals.

We also use the same regression model to tesefthet of an analyst's earnings
forecast accuracy and boldness on the institutiboklings. In specific, we first identify and
categorize the analysts into three forecast acguysmups: rank 1 through rank 3, with rank 1
representing the analyst group with the higheshiegs forecast accuracy while rank 3
representing the analyst group with the lowestiageforecast accuracy. Separately we also
identify and categorize the analysts into threedast boldness groups with rank 1 representing
the boldest analysts and rank 3 representing tlaysts with the least boldness in their
earnings forecast. We then run the regressiomuateon (6) for each of the accuracy and

boldness analyst groups. Finally, we compare fifferences in the regression coefficients

10



among the analyst groups of various degrees ofracgwand boldness and test the significance

of differences in earnings forecast coefficientoagithose groups.

4. Empirical Results

In section 4.1, we first analyze the effect of #muracy of analysts earnings
forecast on the institutional holdings both by lmakat the effect in general and by
further examining the effects for the firms withffdient degrees of analyst forecast
accuracy. In section 4.2, we investigate the effefcindividual analyst’s earnings
forecast accuracy on institutional holdings. Tigtwe examine whether institutional
investors will pay more attention to analysts whilgher accuracy in earnings forecasts
by identifying and categorizing the analysts ifteee earnings forecast accuracy groups.

Section 4.3 reports the results of the effect cdlygsis’ boldness in earnings
forecast on the institutional holdings. That i® examine whether institutional investors
will be more sensitive to bold analysts or to mooaservative analysts in their earnings
forecasts. Similar to the analysis on analystuescy, the analysis on analysts’
boldness is conducted by identifying and categogizihe analysts into three groups
according to each analyst’s boldness in earningscést. Finally, in order to disentangle
the effects of analyst’'s accuracy and boldness natitutional holdings, we perform
analysis of the effect of analyst’'s accuracy (bekl) on institutional holdings by
controlling the analyst’s boldness (accuracy).

4.1. Do Institutional Investors Prefer Firms wittoké Accurate Earnings Forecast?
Table 2 shows the results of regression model uagon (6) in exploring the
effects of analysts’ earnings forecast accuracyingtitutional holdings by controlling
number of analysts covering a firm and firm’s mank&pitalization. The first column in
Table 2 reports the results in general by lookih¢ha overall significance of analysts’
earnings forecast on a firm’s institutional holding
Next, we examine the effect of analysts’ earningeedast accuracy on the

institutional holdings by first segregating allnfis into three groups according to the
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analysts’ forecast accuracy on the firm and thenthe regression for the firms in each of
the groups. These results are shown in columnstiwaugh four, and the last column
which shows the difference of results between finmth the most accurate earnings
forecast and firms with the least accurate earniogast.

First of all, from column one, the coefficient ohalysts’ earnings forecast
variable shows strong positive significance, imptythat institutional holdings on a firm
are significantly influenced by analysts’ earnirfigeecasts on that firm. That is, firms
with higher earnings forecast will attract moretitogional holdings. In other words, the
result indicates that institutional investors doy @tention to the analysts’ earnings
forecast reports and that institutional investangest a firm according to average
analysts’ earnings forecast on that firm. The Itesalds in each group of firms with
different degrees of analysts’ forecast accurachhis result is also consistent with
findings by Chen and Cheng (2006) and Sangkaragamy (2005) that institutional
investors tend to increase (decrease) their haddaidirms with favorable (unfavorable)
analyst recommendations

Next, we investigate the first empirical issue tthas paper attempts to address:
Do institutional investors pay more attention ahdst more sensitive to more accurate
earnings forecast? We address this issue by Igakithe coefficient of earnings forecast
in the last four columns, especially the last catuim Table 2.

From columns two, three and four of Table 2, blwious that the extents of the
effect of analysts’ forecast accuracy on the ingsthal holdings are different among
those firms with different degrees of forecast aacy. For example, the coefficient of
analyst’s earnings forecast variable “EF” for tlens with the most accurate analyst
forecast (“FirmAccl”) is larger than that of thenfis with moderate accurate analyst
forecast and is much larger than that of the fiwith the least accurate analyst forecast.

Furthermore, the last column shows that the diffeeebetween the accuracy
coefficient of the firms with the most accurategfcaist and that of the firms with the least
accurate forecast is statistically significant.isTtesult suggests that even if the effect of
analysts earnings forecast on the institutionatlingls prevails over firms with different
degrees of analyst forecast accuracy, the effestrasmiger and more significant for the

firms with higher accuracy in analysts’ earningsefiasts. In other words, institutional
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investors are more sensitive to analysts’ earnfogecasts for firms with higher analyst
forecast accuracy. That means institutional irorsswvill pay more attention to the firms
that are provided more accurate earnings forebgdiise analysts.

Secondly, for the effect of the number of analysts, find that the number of
analysts covering a firm will positively affect thestitutional holdings on that firm,
suggested by the positive significance of the “Nuratiable in the table. That is, the
more analysts reporting a firm’s earnings forec#élse more interested institutional
investors would be in that firm. This result isnewstent with findings by O’Brien and
Bhushan (1990) and Hussain (2000). The fact tmatanalysts’ forecast accuracy still
has significant effect on institutional holdinggeafcontrolling the number of analysts
covering a firm indicates that institutional invast look not only at how many analysts
are covering the firm but also how accurate thasdyats are reporting their earnings
forecast. To our knowledge, this is the first evide in the literature that addresses the
effect of the accuracy of analyst earnings foreoagnstitution’s trading.

Thirdly, the coefficient of “Size” or market capitzation of a firm is significant
implying that firm size does matter to institutibmaestors when it comes to investing
on the firm. In fact, it shows that institutiorfabldings tend to be higher for firms with
larger sizes suggested by the positive sign of $iee” variable. This is consistent with
finding by Falkenstein (1996) that institutionalv@stors prefer to invest in firms with
larger market capitalization. Again, the fact thatlysts’ earnings forecast still remains
a significant impact on institutional holdings afteontrolling for firm’'s market
capitalization suggests that institutional invest@ay attention to a firm's earnings
forecast in addition to the effect from the firnmarket capitalization.

Finally, the last column shows that the differenaeghe coefficients of both
“Num” and “Size” between firms with the most acderand the least accurate analyst
forecasts are not significant. This indicates tinat effects of number of analysts and
firm size on institutional holdings are exactly tame for firms with different degrees of
analysts earnings forecast. This result makeseseesause there is no logical ground to
believe that institutional holdings would be moeasitive to either number of analysts in
a firm or firm size in a particular group of firmgith a particular analyst forecast

accuracy level. This also reinforces the resulthef effect of analyst forecast accuracy
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per se on the institutional holdings and provideghier evidence that it is the analyst
forecast accuracy that the institutional investerly focus on, in addition to the effect

from the number of analysts and firm size.

4.2. Do Institutional Investors Pay More AttentittmAnalysts with Higher Accuracy in
Earnings Forecast?

This section reports empirical evidence as to wdreti not institutional investors
would pay more attention and thus more sensitivearialysts with higher forecast
accuracy. In the next section, we analyze theltresgarding the institutional investors’
preferences on the analysts’ boldness in theiriegsrforecasts.

Table 3 reports the result for the institutionaldastors’ sensitivity on earnings
forecast to analysts with different degrees of dast accuracy. We first categorize the
analysts into three groups according to their egsforecast accuracy with “AlystAccl”
representing the most accurate analyst group angstAcc3” representing the least
accurate analyst group. We then perform regredsioeach analyst accuracy group and
test the significance of the difference in earnifayecast variable between most accurate
and least accurate analyst groups.

First of all, from the first three columns of Tab® we find that all of the
coefficients are positive and significant. Thisame that no matter in which forecast
accuracy group, firms with higher analyst earnifaygecast, with more analysts covering
and with larger market capitalization will attragtore institutional interests. These
results basically are the same as what we findainld'2 above.

The last column of Table 3 reports the result &f difference between analysts
with the most accurate and those with the leastirate earnings forecast. That is, it
reports the result as to whether institutional stees would be able to identify and
differentiate analysts with different degrees ofwacy in earnings forecast and reflect
that on their investing behavior. Except for tmercept term, among those three
explanatory variables, only the coefficient of “BEWdriable is significantly positive. That
means institutional investors not only are ableidentify the accuracy of analysts
earnings forecast but they also incorporate tHrimation into their investing behavior.

14



That is, institutional investors are more sensitv@analysts with more accurate earnings
forecast.

The other two variables, number of analysts cogeand firm size, show no
significance on the difference between the mostirate and the least accurate analyst
groups. This implies that the effects of both thienber of analysts covering and firm
size on the sensitivity of institutional holdings firm’s earnings forecast are the same
disregard how analysts are accurate in their egsrforecasts.

In sum, the results shown in Table 3 indicate thatitutional investors are not
only more sensitive to firms with higher earningsettast accuracy, but they are also
more sensitive and pay more attention to thoseystsalvho are able to forecast firms’

earnings more accurately.

4.3. Do Institutional Investors Pay More Attentiom Analysts with Bold Earnings
Forecast?

This section reports the empirical results thatressl the question: Whether
institutional investors would pay more attentionattalysts with bold earnings forecast?
In order to examine whether there exists an eftécanalysts’ boldness in earnings
forecast on institutional holdings, we first idénteach analyst’'s boldness in a way
specified in section 3 above. We then assign eaeltyst into one of the three groups
according to his/her earnings forecast boldnessumfAlystBold1” represents analysts
with the boldest attitude in their earnings forécabile “AlystBold3” represents those
with the least bold (more conservative) attitudeaa their earnings forecast. Finally,
we run the regression in equation (6) for eachhef dnalyst boldness groups and then
examine the differences in coefficients among thtsee groups. The results are
presented in Table 4.

The first three columns in Table 4 report, respetyi, the regression coefficients
for analysts with the boldest, moderate bold andtmonservative toward their earnings
forecast. Similar to the results of Table 3, &lilree coefficients in those three columns in
Table 4 are positively significant. This indicateat firms with higher analyst earnings
forecast, with more analysts covering or with largapitalization, will draw more

institutional investors’ attention and thus attraicther institutional holdings.
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The last column presents the differences in cdeffis between the boldest and
the most conservative analyst groups. None of abefficients in that column is
significant. This suggests that, in general, tangtnal investors do not have preferences
over analysts with different degrees of boldnessheir earnings forecasts. In other
words, whether an analyst is bold or conservativeearnings forecast will not affect
institutional investors’ investing decision on arfi

The comparison between the results from Table 3 Balole 4 suggests that
institutional investors indeed prefer analysts witlore accuracy in earnings forecast.
That is, they tend to follow those analysts witlyh@r earnings forecast accuracy in
making their investing decisions. However, theyl wot be affected by an analyst's
boldness toward earnings forecast. These resuoifgyithat institutional investors
emphasize more on the accuracy than the boldness @nalyst’'s earnings forecast.
Based upon the common findings in the literatueg &nalysts tend to be over-optimistic
on their earnings forecasts (e.g., Jegadeesh €0f4)), the above results suggest that
institutional investors will not be fooled by ansiy over-optimistic forecasts unless
their forecasts are also accurate enough.

In addition to separately analyzing the effect atumacy and boldness of
analyst’s earnings forecast on the institutionalimgs, it is also interesting to look at the
interactive effect of analyst’'s accuracy and bof#nen institutional holdings. The
purpose is to further examine whether institutionakstors’ preference on the analysts
with high accuracy of earnings forecast is onlyitéd to a particular type of analysts in
terms of forecast boldness or it prevails regasdgsanalysts’ boldness.

On one hand, institutional investors may preferlymta with high accuracy in
earnings forecast because these analysts arenmltend to herd with other analysts. In
this case, institutional investors may see thosayats with bold earnings forecast as
unique, having more insightful information and maémagstable. Therefore, institutional
investors tend to trust more on these analysts avbaot only accurate but bold in their
earnings forecast.

However, on the other hand, institutional investoesy prefer analysts with high
accuracy but are conservative and more coincide thé consensus earnings forecast. In

this case, institutional investors may feel sabefallow those analysts who are accurate
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in forecast but also conservative and closer tocthresensus forecast. Another reason
why institutional investors may tend to follow aystk with earnings forecast closer to
the consensus is the “prudent-man” rule that usbibal investors are required by the
SEC regulation. Thus, which case is more applecdbl the institutional investors is
really an empirical issue and it needs to be testegirically.

In order to test which of the above two scenariasilal apply to the institutional
investors, we first divide analysts into three lb@ss groups. Then, in each of the
boldness group, we further divide analysts int@e¢haccuracy groups. Finally, we run
the same regression as in equation (6) for eacthefaccuracy groups and test the
significance of the difference in the earnings ¢aist variable between the boldest and
the least bold analyst groups. The results arevshio Table 5.

Panels A, B and C of Table 5 report the resultstlier analyst groups with the
boldest, moderate bold and the least bold attitoderd earnings forecast, respectively.
The boldest analysts are those whose earningsafsteare far from the consensus while
the analysts with the least bold forecast are tivasle earnings forecasts close to the
consensus. In both panels A and B, there is noifgignce in the differences of any
regression coefficient between the more accuratethe less accurate analyst groups.
However, in panel C the difference in analystsnheays forecast variable “EF” between
analysts with high and low forecast accuracy isrgjly significant, while the differences
in other two variables, number of analysts coveand firm size, are both insignificant.

By comparing the results in Table 3 with those abl€ 5, it is rather interesting
to find that while Table 3 shows strong significanon the difference in analysts’
earnings forecast variable between analysts wigh Bind low accuracy, Table 5 exhibits
that only in the least bold (close to consensua)yahgroup that difference is significant.
These results indicate that it is only within thieup of analysts whose earnings forecasts
are close to the consensus that institutional bovesprefer those analysts with high
forecast accuracy. Institutional investors do potfer analysts with higher forecast
accuracy if these analysts report their earningectst far from the consensus. This
empirical evidence confirms the case where ingtihal investors feel safer to follow
analysts who are not only accurate in forecasttheir forecasts are also closer to the
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consensus. The result also implies that the “prtsdean” rule may have affected
institutional investors’ investing behavior followg analyst earnings forecast.

Next, in order to examine whether analyst's foredasldness may exhibit
significant impact on institutional holdings withgertain forecast accuracy groups, we
conduct the analysis by controlling the analysttsuracy and examine the analyst's
boldness on institutional holdings. This part edults is shown in Table 6. Again, we
focus on the last column in Table 6, especiallytlem coefficient of “EF” which shows
the differential effect between boldest and leadd lanalysts on institutional holdings.

First of all, it is obvious from Table 6 that nookethe “EF” coefficients in the last
column of each panel is significant. This indisatbat institutional investors do not
particularly prefer analysts with bold or consemiattitude toward earnings forecast as
long as they are with similar forecast accuracyhisTresult reinforces our findings in
Table 4 that institutional investors are indifferém analyst’s boldness but only focus on
analyst’s accuracy.

Furthermore, although not statistically significathte sign of “EF” coefficient in
the last column of each panel being negative sugdgleat even within the same accuracy
group, institutional investors tend to prefer astdywhose earnings forecasts are closer to
the consensus and thus more conservative. Thilt oesncides with the finding in Table
5 where institutional investors prefer analystshwitigh accuracy only when their

earnings forecasts are closer to the consensus.

5. Conclusions

This paper addresses three issues regarding tleet edf financial analysts
earnings forecast on the institutional holding3:¥d institutional investors pay attention
to analysts earnings forecast accuracy? (2) Dautishal investors prefer analysts with
higher earnings forecast accuracy? (3) Do institai investors prefer analysts with bold
attitude toward earnings forecast? We summarizeconclusions regarding those three

issues as follows.
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First of all, our empirical evidence shows thattilmgional investors do pay
attention to the accuracy of financial analystsneays forecast. That is, firms with
higher accuracy of analysts’ earnings forecast terattract more institutional investors’
attention and draw higher institutional holdingstbase firms. This effect is significant
in addition to both the effect from the number palysts and that from firm size, both of
them exhibit positive impact on institutional haigs as well.

Secondly, our results indicate that institutionavastors prefer analysts with
higher accuracy in their earnings forecast. Thatams institutional investors tend to
follow those analysts whose earnings forecast ames raccurate. This result implies that
institutional investors are able to not only idgnthe firms with more accurate earnings
forecast reports but also differentiate and folldwe analysts whose earnings forecast
reports are more accurate.

Finally, we find that institutional investors’ pegence on the analysts with higher
earnings forecast accuracy only applies to thosdysis whose earnings forecast are
close to the consensus. This implies that ingtibad investors do not blindly follow the
analysts earnings forecast if their forecasts @vebbld and far away from the consensus.
It also suggests that institutional investors temble selective and risk-averse when they
follow the analysts with higher forecast accuracy.
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Table 1

Descriptive Statistics

Institutional Holding

Analyst EP< Forecass

Numbe of Analyst:

Year No. of Institutional No. of Firms  Min. EPS Mean EPS Max. EPS Min. Mean Max.
Institutions ~ Ownership (%) Forecast (§) Forecast ($) Forecast ($)
198: 672 36.34 1584¢ -11.0C 1.41 16.0C 10 30.3: 65
19¢4 701 38.13 1550¢ -10.0¢ 1.5¢ 11.71 10 28.4( 87
198t 750 40.95 16151 -7.8¢€ 1.44 13.3¢ 10 27.3: 60
198¢ 806 41.88 1670 -9.0C 1.22 17.7¢ 10 25.9¢ 56
1987 824 42.05 17271 -12.3¢ 1.17 11.2C 10 26.4¢ 73
198¢ 790 42.74 1609( -7.7¢ 1.5¢ 16.0C 10 25.81 56
198¢ 833 43.10 1708¢ -21.0C 1.54 25.0( 10 26.4: 70
199( 786 45.48 15351 -11.3¢ 1.34 18.8¢ 10 2417 61
1991 738 46.20 1369¢ -13.1% 1.1C 19.3¢ 10 22.3] 50
199: 750 47.99 1383t -5.0C 1.14 21.0( 10 22.0¢ 50
199: 879 45.38 1627: -4.5(C 1.2C 14.0C 10 23.02 58
199¢ 945 49.09 1679¢ -3.9C 1.2¢ 15.0z 10 22.1¢ 56
199t 950 50.77 1695¢ -6.71 1.4¢ 20.4( 10 21.87 49
199¢ 1005 50.97 17831 -6.7¢ 1.4z 23.3( 10 21.5] 54
1997 1082 52.67 1897( -10.81 1.37 16.6¢ 10 21.1: 57
199¢ 1151 54.04 1984¢ -13.8¢ 1.17 15.9¢ 10 20.5: 52
199¢ 1191 51.78 2112¢ -11.7¢ 1.07 24.3( 10 21.2: 49
200( 1213 55.21 2187: -15.0¢ 1.1¢ 14.6¢ 10 21.9¢ 59
2001 1217 54.84 2203¢ -20.3¢ 1.0¢ 8.34 10 22.4¢ 60
200z 1318 57.06 2400¢ -14.0¢ 1.01 9.2C 10 22.61 62
200z 1293 54.68 2405¢ -19.6: 1.2Z 12.4: 10 22.8¢ 67
200¢ 1358 59.75 2475; -15.5¢ 1.4¢ 19.5¢ 10 21.8¢ 55
200t 1344 64.72 2408¢ -11.3( 1.7¢ 24.7: 10 21.3: 56
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Table 2
Accuracy of Earnings Forecast and Institutional Hotlings

This table reports results from the following reggien:

IHi’t =h0 +b1*E||:’t+b2*Numiyt+b3*SiZQt +8i,t,

where IH; is the institutional holdings for firm i in year EF; is the average analysts’
earnings forecast for firm i in year t; Nums the number of analysts covering firm i in year
Size; ; is the market capitalization of firm i in yearrndbg;, is the regression residual term.
FirmAccl, FirmAcc2 and FirmAcc3 represent firms twihighest, medium and lowest
accuracy in earnings forecast, respectively. Thabmis in parentheses are standard errors.
ek and “***” represent significance at 5% and 1%vel, respectively.

; . . FirmAccl-
All FirmAccl FirmAcc2 FirmAcc3 FirmAcc3

Interce t13-471***14.891*** 14.879*** 14.865*** (0.026
Pt (0.009) (0.020) (0.020) (0.020)  (0.028)

gp Q181%™ 01470 0.146%*  (.124%* 0.023**
(0.006) (0.008)  (0.008)  (0.008)  (0.012)

Num  2:1247% 0.055%*  0.054**  0.054** 0.0001
(0.001) (0.001)  (0.001)  (0.000) (0.0014)

Size 0.021*** 0.026***  0.026***  0.026*** -0.0006
(0.001) (0.000) (0.000) (0.000)  (0.0006)
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Table 3
Analyst’s Accuracy and Institutional Holdings

This table reports results from the following reggien:

IHi’t =h0 +b1*E||:’t+b2*Numiyt+b3*SiZQt +8i,t,

where IH; is the institutional holdings for firm i in year EF; is the average analysts’
earnings forecast for firm i in year t; Nums the number of analysts covering firm i in year
Size; ; is the market capitalization of firm i in yearrndbg;, is the regression residual term.
AlystAccl, AlystAcc2 and AlystAcc3 represent anadysvith highest, medium and lowest
accuracy in earnings forecast, respectively. Thabmis in parentheses are standard errors.
ek and “***” represent significance at 5% and 1%vel, respectively.

AlystAcc1  AlystAcc 2  AlystAcc 3 ﬁiﬁ%ﬁgg %—
e SO GO 6O 6
N 5 O o R i)
T
sze ML MBS BSZy (©:0006)
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Table 4
Analyst’'s Boldness and Institutional Holdings

This table reports results from the following reggien:

IHi’t =h0 +b1*E||:’t+b2*Numiyt+b3*SiZQt +8i,t,

where IH; is the institutional holdings for firm i in year EF; is the average analysts’
earnings forecast for firm i in year t; Nums the number of analysts covering firm i in year
Size; ; is the market capitalization of firm i in yearrndbg;, is the regression residual term.
AlystBold1, AlystBold 2 and AlystBold 3 represemadysts with the boldest, moderate bold
and the least bold earnings forecast, respectividle. numbers in parentheses are standard

errors. “**" and “***” represent significance at 5%nd 1% level, respectively.

AlystBold 1 AlystBold 2 AlystBold 2 AlystBold 1-
AlystBold 2

Intercept 14.8886**  14.8859**  14.8813** 0.0073
Pt (0.0196) (0.0195) (0.0197) (0.0278)

EE 0.1441**  0.1463***  0.1412*>*  (0.0029
(0.0081) (0.0082) (0.0082) (0.0116)

Num 0.0538***  (0.0539***  (0.0539***  -0.0001
(0.0009) (0.0009) (0.0009) (0.0013)

Size 0.0260***  0.0260***  0.0260***  0.0000
(0.0004) (0.0004) (0.0004) (0.0006)
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Table 5
Analyst’s Accuracy and Institutional Holdings by Caontrolling Analyst’'s Boldness

This table reports results from the following reggien:

IH;; = b0 +b1*EF+b2*Num; +b3*Size, +;;

where IH; is the institutional holdings for firm i in year EF; is the average analysts’
earnings forecast for firm i in year t; Nums the number of analysts covering firm i in ygar
Size; ; is the market capitalization of firm i in yearndbg;; is the regression residual term.
AlystAccl, AlystAcc2 and AlystAcc3 represent anddysvith highest, medium and lowest
accuracy in earnings forecast, respectively. Angs#Boldl, AlystBold 2 and AlystBold 3
represent analysts with the boldest, moderate boldl the least bold earnings forecast,
respectively. The numbers in parentheses are sthrefaors. “**” and “***" represent
significance at 5% and 1% level, respectively.

A: AlystBold 1

AlystAcc 1 AlystAcc 2

AlystAcc 3

AlystAcc 1- AlystAcc 3

14.9730*** 14.9512*** 14.9359*** 0.0371
Intercept (9 0221)  (0.0208)  (0.0217) (0.0310)
EFE 0.1437** 0.1416***  (0.1293*** 0.0144

(0.0091) (0.0086) (0.0085) (0.0125)
Num 0.0506*** 0.0519***  0.0518*** -0.0012
(0.0010) (0.0010) (0.0010) (0.0014)
Size 0.0252***  0.0254***  (0.0257*** -0.0005
(0.0005)  (0.0004) (0.0005) (0.0007)
B: AlystBold 2
AlystAcc 1 AlystAcc2 AlystAcc 3  AlystAcc 1- AlystAcc 3
Intercept 14:9344%%* 14,9733+ 14,031 Bwkx 0.0031
Pt (0.0214) (0.0204) (0.0208) (0.0298)
EFE 0.1533*** 0.1439***  (0.1409*** 0.0124
(0.0087)  (0.0084) (0.0087) (0.0123)
Num 0.0524*** (0.0511***  (0.0522*** 0.0002
(0.0010) (0.0010) (0.0010) (0.0014)
Size 0.0255***  0.0257***  0.0257*** -0.0002
(0.0004)  (0.0004) (0.0004) (0.0006)
C: AlystBold 3
AlystAcc 1 AlystAcc 2  AlystAcc 3  AlystAcc 1 - AlystAcc 3
14.8933*** 14.9538*** 14.8487*** 0.0446
Intercept (59238)  (0.0212)  (0.0251) (0.0346)
Ep 0.15490% (.1323%*  (.1209** 0.0340***
(0.0096)  (0.0088) (0.0106) (0.0143)
Num 0.0532*** 0.0513***  0.0539*** -0.0007
(0.0011) (0.0010) (0.0011) (0.0016)
Size 0.0239***  0.0260***  0.0240*** -0.0001
(0.0005)  (0.0005) (0.0005) (0.0007)
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Table 6
Analyst’s Boldness and Institutional Holdings by Catrolling Analyst’s Accuracy

This table reports results from the following reggien:

IHi: = b0 +b1*ER+b2*Num;+b3*Sizg; +¢;;

where IH; is the institutional holdings for firm i in year EF; is the average analysts’
earnings forecast for firm i in year t; Nums the number of analysts covering firm i in ygar
Size; ; is the market capitalization of firm i in yearrdbg;; is the regression residual term.
AlystAccl, AlystAcc2 and AlystAcc3 represent anddysvith highest, medium and lowest
accuracy in earnings forecast, respectively. Angs#8oldl, AlystBold 2 and AlystBold 3
represent analysts with the boldest, moderate boldl the least bold earnings forecast,
respectively. The numbers in parentheses are sthrefaors. “**” and “***” represent
significance at 5% and 1% level, respectively.

A: AlystAcc 1
AlystBold 1 AlystBold2 AlystBold3 AlystBold 1 - AlystBold 3

14.9715** 14,9323***  14,8906*** 0.0809***
Intercept (59221)  (0.0213)  (0.0239) (0.0326)
Ep 0.1399%% (0.1539%*  (.1597*** -0.0198
(0.0090) (0.0087) (0.0097) (0.0132)
Num 0.0508% 0.0524***  (0.0533*** -0.0025
(0.0010) (0.0010) (0.0011) (0.0015)
gize 0.0252%% 0.0255%**  0.0241%** 0.0011
(0.0005)  (0.0004) (0.0005) (0.0006)
B: AlystAcc 2
AlystBold 1 AlystBold 2 AlystBold 3  AlystBold 1 - AlystBold 3
Intercent 14.9395*** 14.9499***  14,9457*** -0.0062
Pt {0.0212) (0.0203) (0.0209) (0.0298)
g 0.12620% 0.1415%*  (.1348% -0.0086
(0.0083) (0.0085) (0.0086) (0.0119)
Num 0.0522% 0.0515%**  (0.0517%** 0.0005
(0.0010) (0.0010) (0.0010) (0.0014)
Size 0.0255%* 0.0265%**  0.0261%** -0.0005
(0.0004)  (0.0004) (0.0005) (0.0006)
C: AlystAcc 3
AlystBold 1 AlystBold 2 AlystBold 3 AlystBold 1 - AlysBold 3
14.9367*** 14.9202***  14,9095*** 0.0272
Intercept (5 9215)  (0.0212)  (0.0243) (0.0324)
g 0.1186% (0.1348%*  (.1197** -0.0011
(0.0084) (0.0088) (0.0101) (0.0132)
Num 0.0518% 0.0521**  0.0515%** 0.0003
(0.0010) (0.0010) (0.0011) (0.0015)
gize 0.0257% 0.0260%**  0.0254%** 0.0002
(0.0005)  (0.0004) (0.0005) (0.0007)
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