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ABSTRACT

The paper investigates the possible relationship between earnings prediction by security
analysts and special ownership ties that link security companies those analysts belong to
and firms under analysis. "Security analysts" are known best for their role as information
producers in stock markets where imperfect information is prevalent and transaction costs
are high. In such a market, changes in the fundamental value of a company are not
spontaneously reflected in the stock price, and the security analysts actively produce and
distribute the relevant information crucial for the price mechanism to operate efficiently.
Therefore, securing the fairness and accuracy of information they provide is very
important for efficiencyof resource allocation as well as protection of investors who are
excluded from the special relationship. Evidence of systematic distortion of information by
the special tie naturally calls for regulatory intervention, if found. However, one cannot
presuppose the existence of distorted information based on the common ownership
between the appraiser and the appraisee. Reputation effect is especially cherished by
security firms and among analysts as indispensable intangible asset in the industry, and
the incentive to maintain good reputation by providing accurate earnings prediction may
overweigh the incentive to offer favorable rating or stock recommendation for the firms
that are affiliated by common ownership.

This study shares the theme of existing literature concerning the effect of conflict of
interests on the accuracy of analyst's predictions. This study, however, focuses on the
potential conflict of interest situation that may originate from the Korea-specific
ownership structure of large conglomerates. Utilizing an extensive database of analysts'
reports provided by WiseFn® in Korea, we perform empirical analysis of potential
relationship between earnings prediction and common ownership. We first analyzed the
prediction bias index which tells how optimistic or friendly the analyst's prediction is
compared to the realized earnings. It is shown that there exists no statistically significant
relationship between the prediction bias and common ownership. This is a rather
surprising result since it is observed that the frequency of positive prediction bias is
higher with such ownership tie. Next, we analyzed the prediction accuracy index which
shows how accurate the analyst's prediction is compared to the realized -earnings
regardless of its sign. It is also concluded that there is no significant association between




ABSTRACT

the accuracy ofearnings prediction and special relationship. We interpret the results
implying that market discipline based on reputation effect is working in Korean stock
market in the sense that security companies do not seem to be influenced by an
incentive to offer distorted information on affiliated firms.

While many of the existing studies confirm the relationship between the ability of the
analystand the accuracy of the analyst's prediction, these factors cannot be controlled in
the above analysis due to the lack of relevant data. As an indirect way to examine the
possibility that such relationship might have distorted the result, we perform an additional
but identical analysis based on a sub-sample consisting only of reports by best analysts.
The result also confirms the earlier conclusion that the common ownership structure does
not affect the accuracy and bias of earnings prediction by the analyst.
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{Table 1> Summary Statistics: Prediction Error
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No. Obs. Average St. Dev. Minimum Maximum
PE 153,929 0.1450 0.5131 -1.3482 2.4912
APE 153,929 0.3404 0.4104 0 2.4912
{Table 2> Yearly Prediction Error
Year No. Obs. PE APE
2003 22,211 0.1366 (0.5530) 0.3708 (0.4324)
2004 22,313 0.1197 (0.4842) 0.3218 (0.3811)
2005 49,128 0.1351 (0.5096) 0.3438 (0.3997)
2006 38,978 0.1844 (0.5316) 0.3570 (0.4349)
2007 21,299 0.1313 (0.4674) 0.2902 (0.3892)
Total 153,929 0.1450 (0.5131) 0.3404 (0.4104)

Note: The numbers in parentheses are standard deviations.

(Table 3> Affiliation and Sign of Prediction Error

Positive Negative Total
AD=0 90,924 (59.7) 61,395 (40.3) 152,319 (100)
AD=1 1,010 (62.7) 600 (37.3) 1610 (100)
Note: Numbers in parentheses are proportions.
{Table 4> Affiliation and Size of Prediction Error
Year No. Obs. PE APE
Affiliated (A) 1,610 0.1458 (0.4258) 0.2897 (0.3444)
Not Affiliated (B) 152,319 0.1450 (0.5140) 0.3409 (0.4111)
Total 153,929 0.1450 (0.5131) 0.3404 (0.4104)

t-statistic (A-B)

0.0767

-5.9208***

Note: The numbers in parentheses are standard deviations.
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{Table 5> Regression Results: All Samples

Dependent Variable: DPE

Model I Model I Model III

AD 0.0794** 0.1114*** 0.1010%**
(0.0320) (0.0342) (0.0344)
-0.0001** -0.0001***

HORIZON (0.0000) (0.0000)
0.0115%*=* 0.0061

LASIZE (0.0037) (0.0038)
-0.1210%*=* -0.0328**=*

SNUM (0.0070) (0.0093)
-0.0827*** -0.0730%**

BETA (0.0047) (0.0045)
-0.0931*** -0.0864***

BTM (0.0040) (0.0041)
-0.0536*** -0.0490***

LCAP (0.0042) (0.0043)
-0.0327*** -0.0491%*=*

LTVOL (0.0046) (0.0048)
0.1229%*=* 0.1111%*=

EARN_CHAN (0.0078) (0.0079)
0.2454%*=* 2.1041%*** 2.3103***

CONSTANT (0.0032) (0.3576) (0.3616)

Industry Dummy N Y Y
Year Dummy N N Y

No. Obs. 153,929 124,230 124,230
Pseudo R 0.0000 0.0294 0.0336
Wald chi2 6.15%* 4,124.37 4,880.41

Notes: 1) Dependent variable, DPE is a dummy variable, 1 if PE>0 and 0 otherwise.
2) Standard errors are in parentheses and heteroskedasticity is corrected a la White.
3) F-statistic is the test statistics for joint significance of all explanatory variables except for the constant.
4) *, ** and *** indicate the corresponding estimated coefficient is statistically significant at 10%, 5%, and
1% critical levels, respectively.
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{Table 6> Regression Results |: All Samples

Dependent Variable: PE

Dependent Variable: APE

Model | Model II | Model I | Model IV | Model V | Model VI
D 00008 | 00077 | 00045 | -0.0512%%*| -0.0630%**| -0.0634%**
(00107) | (0.0108) | (0.0109) | (0.0086) | (0.0084) | (0.0085)
0.0003%%*| 0.0003*** 0.0007%%*| 0.0007%**
HORIZON (0.0000) | (0.0000) (0.0000) | (0.0000)
10.0033%* | -0.0026* 0.0024%% | -0.0012
LASIZE (0.0014) | (0.0014) (0.0011) | (0.0011)
NUM 00032 | 0.0028 0.0051%%*| 0.0028%**
(0.0044) | (0.0052) (0.0011) | (0.0012)
SETA L0.0167%%* | -0,0137%** 00008 | 0.0023%*
(0.0010) | (0.0010) (0.0007) | (0.0007)
- 10.0325%%* | -0,0312%% 0.0277%%*| 0.0307%**
(0.0016) | (0.0016) (0.0013) | (0.0014)
Lonp 10.0522%%% | -0,0507%* 10.0037%%% | -0,0049%
(0.0018) | (0.0019) (0.0014) | (0.0015)
00033% | -00011 0.0582%%*| 0.0570%**
LTVOL (0.0020) | (0.002) (0.0016) | (0.0016)
0.0097%%*| 0.0071%* 20.0504%%% | -0,0504%**
EARN_CHAN (00031) | (0.0032) (0.0024) | (0.0024)
0.1450%%*| 1.5677%%%| 15068%%*| 034000 15192%%%| 1513g%%*
CONSTANT 1 00013) | (0.4196) | (01251) | (0.0010) | (0.0750) | (0.0778)
Industry Dummy N Y Y N Y Y
Year Dummy N N Y N N Y
No. Obs. 153920 | 124230 | 124230 | 153029 | 124230 | 124230
R? 00000 | 00552 | 00582 | 00002 | 01042 | 01073
F-statistic 001 | 469.11%** | 400.83%%* | 35.08%%* | 788.27%%* | 649,23+

Notes: 1) Dependent variables, APE and PE are defined in (1) and (2), respectively.
2) Standard errors are in parentheses and heteroskedasticity is corrected a la White.
3) F-statistic is the test statistics for joint significance of all explanatory variables except for the constant.
4) *, ** and *** indicate the corresponding estimated coefficient is statistically significant at 10%, 5%, and
1% critical levels, respectively.
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{Table 7> Regression Results Il:

Best Analysts Sample

Dependent Variable: PE Dependent Variable: APE
Model T | Model II | Model T | Model IV | Model V | Model VI
AD -0.0172 0.0258 0.0285 -0.0311 0.0100 0.0123
(0.0.0389) | (0.0555) (0.0557) (0.0296) (0.0375) (0.0386)
0.0002** | 0.0002** 0.0005*** | 0.0005***
HORIZON
(0.0001) (0.0001) (0.0001) (0.0001)
0.0211 -0.0049 0.0104 -0.0027
LASIZE
(0.0161) (0.0163) (0.0114) (0.0112)
SNUM -0.0096* | -0.0068** -0.0063*** | -0.0057***
(0.0053) (0.0032) (0.0011) (0.0021)
-0.0654*** | -0.0580*** -0.0473*** | -0.0435%**
BETA
(0.0188) (0.0189) (0.0122) (0.0123)
BTM -0.0158*** | -0.0183*** 0.0086** | 0.0076**
(0.0048) (0.0047) (0.0034) (0.0034)
LCAP -0.0640*** | -0.0592*** -0.0729*** | -0.0703***
(0.0116) (0.0119) (0.0088) (0.0089)
0.0386*** | 0.0346*** 0.0483*** | 0.0458***
LTVOL
(0.0124) (0.0127) (0.0094) (0.0095)
-0.0526*** | -0.0502*** -0.0499*** | -0.0487***
EARN_CHAN
(0.0166) (0.0171) (0.0119) (0.0125)
0.0985*** | 0.9145** | 1.5173*** | 0.2185*** | 1.0945*** | 1.4063***
CONSTANT
(0.0065) (0.4040) (0.4051) (0.0050) (0.2991) (0.2921)
Industry Dummy N Y Y N Y Y
Year Dummy N N Y N N Y
No. Obs. 2,239 1,796 1,796 2,239 1,796 1,796
R? 0.0001 0.0638 0.0719 0.0004 0.1458 0.1501
F-statistic 0.20 7.81%** 7.57%** 1.10 19.61%** | 16.83***

Notes: 1) Dependent variables, APE and PE are defined in (1) and (2), respectively.
2) Standard errors are in parentheses and heteroskedasticity is corrected a la White.
3) F-statistic is the test statistics for joint significance of all explanatory variables except for the constant.
4) *, ** and *** indicate the corresponding estimated coefficient is statistically significant at 10%, 5%, and
1% critical levels, respectively.
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{Table A—1> Regression Results: All Samples

Dependent Variable: APE

PE >0 PE <=0
Model I Model II | Model IT | Model IV | Model V | Model VI
AD -0.0599*** | -0.0593*** | -0.0608*** | -0.0500*** | -0.0727*** | -0.0690***
(0.0119) (0.0115) (0.0116) (0.0105) (0.0100) (0.0100)
0.0008*** | 0.0008*** 0.0004*** | 0.0004***
HORIZON
(0.0000) (0.0000) (0.0000) (0.0000)
-0.0057*** | -0.0038** 0.0026** | 0.0025**
LASIZE
(0.0016) (0.0017) (0.00112) (0.0012)
0.0512*** | 0.0436*** 0.0251*** | 0.0265***
SNUM
(0.0031) (0.0043) (0.0021) (0.0027)
BETA 0.0091*** | 0.0100*** 0.0013** | 0.0017***
(0.0027) (0.0027) (0.0005) (0.0006)
BTM 0.0292*** | 0.0325*** 0.0373*** | 0.3938***
(0.0023) (0.0025) (0.0017) (0.0018)
-0.1042*** | -0.1060*** -0.0672*** | -0.0688***
LCAP
(0.0020) (0.0021) (0.0015) (0.0015)
0.0555*** | (,0555*** 0.0639*** | 0.0640***
LTVOL
(0.0023) (0.0024) (0.0016) (0.0016)
-0.0617*** | -0.0574*** -0.0485*** | -0.0490***
EARN_CHAN
(0.0036) (0.0036) (0.0025) (0.0026)
0.4070*** | 2.0218*** | 2.0232*** | 0.2431*** | 0.4359*** | 0.4312***
CONSTANT
(0.0016) (0.1055) (0.1057) (0.00112) (0.0313) (0.0319)
Industry Dummy N Y Y N Y Y
Year Dummy N N Y N N Y
No. Obs. 91,934 74,237 74,237 61,995 49,993 49,993
R2 0.0002 0.1146 0.1169 0.0003 0.1291 0.1316
F-statistic 25.22%** 22.56%** | 314.02*** | 254.89***

Notes: 1) Dependent variables, APE and PE are defined in (1) and (2), respectively.
2) Standard errors are in parentheses and heteroskedasticity is corrected a la White.

4

1% critical levels, respectively.

)
)

3) F-statistic is the test statistics for joint significance of all explanatory variables except for the constant.
) *, ** and *** indicate the corresponding estimated coefficient is statistically significant at 10%, 5%, and
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(Table A—2> Regression Results: Pairwise Samples

Dependent Variable; PE Dependent Variable: APE
Model T | Model I | Model T | Model IV | Model V | Model VI
AD -0.0219 -0.0195 -0.0180 -0.0255* | -0.0307** | -0.0291**
(0.0167) (0.0175) (0.0174) (0.0140) (0.0143) (0.0142)
0.0004*** | 0.0004*** 0.0007*** | 0.0007***
HORIZON
(0.0001) (0.0001) (0.0001) (0.0001)
0.0102 0.0216** 0.0276*** | 0.0284***
LASIZE
(0.0080) (0.0076) (0.0063) (0.0069)
0.1620*** | 0.1220*** 0.0842*** | 0.0628***
SNUM
(0.0222) (0.0260) (0.0179) (0.0208)
-0.0365 -0.0562 0.0122 0.0160
BETA
(0.0389) (0.0397) (0.0311) (0.0316)
BTM 0.0372** | 0.0460** 0.0845*** | 0.0840***
(0.0179) (0.0182) (0.0104) (0.0103)
LCAP -0.0618*** | -0.0656*** -0.0977*** | -0.0937***
(0.0120) (0.0123) (0.0097) (0.0099)
0.0760*** | 0.0720*** 0.0943*** | (0.0905***
LTVOL
(0.0145) (0.0146) (0.0115) (0.0116)
0.0661*** | 0.0725*** 0.0441*** | 0.0561***
EARN_CHAN
- (0.0183) (0.0199) (0.0142) (0.0156)
0.1809*** | -0.0869 -0.3517 | 0.3157*** 0.1021 0.0936
CONSTANT
(0.0128) (0.2429) (0.2590) (0.0110) (0.1919) (0.2050)
Industry Dummy N Y Y N Y Y
Year Dummy N N Y N N Y
No. Obs. 3080 2656 2656 3080 2656 2656
R2 0.0006 0.0573 0.0678 0.0011 0.1237 0.1285
F-statistic 1.72 16.75%** | 14,15%** 3.30* 40.33*** | 30.56***

Notes: 1) Dependent variables, APE and PE are defined in (1) and (2), respectively.
2) Standard errors are in parentheses and heteroskedasticity is corrected a la White.

4) *, ** and *** indicate the corresponding estimated coefficient is statistically significant at 10%, 5%, and

)
)

3) F-statistic is the test statistics for joint significance of all explanatory variables except for the constant.
)

1% critical levels, respectively.
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{Table A—3> Summary Statistics

Variable No. Obs. Average Median St. Dev.
SNUM 153,929 7,001.175 6911 5,010.24
BTM 150,847 0.7929 0.4110 1.3353
LCAP 150,847 27.3028 27.2034 1.7051
EARN_CHAN 153,929 0.6611 1 0.4733
LTVOL 150,847 22.3358 27.3893 1.5751
BETA 149,145 1.0725 1.0042 1.2725
HORIZON 153,929 158.2648 153 101.207
LASIZE 129,219 21.2159 21.2201 0.9835






