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ABSTRACT

We examine the association of voluntary disclosure and the performance of IPOs utilizing hand collected

data on management earnings forecasts prepared for 1,600 listings on the London Stock Exchange (LSE),
from 1981 to 2004. Given that forecasts are regulated by the listing requirements, further examination of
the economic consequences of their disclosure are relevant for policy makers and various stock exchanges
by informing discussion regarding litigation costs and possible changes of the requirements. This is
particularly important in the context of recent changes initiated with the publication of the European
Prospectus Directive. The results suggest that disclosing firms “left less money on the table” than their non-
disclosing counterparts. The degree of underpricing is affected by the decision to disclose rather than by
characteristics of the forecasts (bias, accuracy, and news conveyed by forecasts), auditors’ reputation, and
analysts’ following. The results remain robust after controlling for sample selection bias utilizing
Heckman’s selection model. The statistical significance of the coefficient for inverse Mill’s ratio (i.e.
selection hazard) suggests that standard OLS estimates, without corrections for self-selection, tend to
underestimate the impact of management forecasts on underpricing. In the long-run, managers with overly
optimistic forecasts under-perform their more pessimistic counterparts. The overly optimistic managers,
therefore, seem to be penalized once the actual earnings were announced, revealing the true characteristics
of the forecasts. Overall, we interpret our results as direct evidence showing that managers can influence
the degree of underpricing by reducing the extent of private information via voluntary disclosure of
earnings forecasts.
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Management Forecasts and [PO Performance

Introduction

Recently, there has been renewed interest in the provision of forward-looking financial
information on primary markets on both sides of the Atlantic. In the US, the interest has
been intensified by the further strengthening of the Safe Harbour Rule, instances of poor
forecast accuracy by some financial analysts, and competition of leading stock exchanges
via listing requirements. In Europe, important changes in this area were initiated with the
publication of the European Prospectus Directive (2003/71/EC) in December 2003." The
intense pre-IPO scrutiny by investors, underwriters, and stock exchanges is increasingly

shifting towards management’s quality.

There seems to be a consensus in the theoretical literature on economic consequences,
motives for, and credibility of voluntary management disclosure (see Diamond and
Verrecchia, 1991; Verrecchia, 2001; Healey and Palepu, 2001). Voluntary disclosure, for
example, reduces information asymmetry between managers and investors, increases
stock liquidity, and improves analysts’ following and, therefore, should reduce cost of
capital. Furthermore, disclosure could reduce cost of capital by reducing non-

diversifiable estimation risk (Barry and Brown, 1986; Botosan, 1997).

Teoh et al. (1998) found that US managers may influence IPO offer prices via earnings
management. More recently, Easley and O’Hara (2004) show that differences in the
composition of information between private and public information affect cost of capital

and that firms can influence their cost of capital by choosing features like accounting



treatments, analyst coverage, and market microstructure. We examine whether managers
can influence the degree of underpricing by disclosing earnings forecasts, in a sample of
1,600 TPOs from the London Stock Exchange (LSE). Further examination of the
voluntary disclosure of management forecasts in [IPO markets is important for both
disclosure and IPO literature.” For the disclosure literature, we provide evidence on
determinants and economic affects of management forecasts disclosed in IPO
prospectuses which are not available for prospectuses prepared for listings on the US
stock exchanges. The LSE is the biggest IPO market in Europe and one of the leading
IPO markets in the world, nevertheless this is the first comprehensive study of the
determinants of voluntary disclosure of management earnings forecasts and their
association with IPO performance.” Given that forecasts are regulated by the listing
requirements, further examination of the economic consequences of their disclosure are
relevant for policy makers and various stock exchanges by informing discussion
regarding litigation costs and possible changes of the requirements.* This is particularly
important in the context of recent changes initiated with the publication of the European

Prospectus Directive.

Previous literature on association of voluntary disclosure of management earnings
forecasts and underpricing of IPOs failed to address two very important issues. First,
voluntary disclosure of management earnings forecasts may be endogenously determined.
Core (2001), emphasizes that firms’ disclosure policies are endogenously determined by
the same forces that share firms’ governance structures and management incentives. The

above mentioned endogeneity problems together with the measurement error problems



make this literature difficult but especially promising for future research. Second, if they
decide to disclose their forecasts, managers may deliberately choose certain
characteristics of the forecasts. Better understanding of the association of management
forecasts and performance of IPOs, therefore, requires consideration of the sample
selection bias and the interaction between the decision to make (disclose) forecasts and

forecast characteristics.

Our results suggest that forecasters (29% of the sample firms) “left less money on the
table” measured by the degree of underpricing. The results remain robust after controlling
for forecast accuracy, forecast bias (optimists vs. pessimists), news conveyed in the
forecasts (bad vs. good news), reputation of auditors that verified the accuracy of the
forecasts, and analysts following of our sample firms. Since we can never directly
observe the effect of voluntary disclosure of management forecasts on underpricing, we
utilize Heckman’s selection model to control for the probability that management would
volunteer to disclose the forecasts. The statistical significance of the coefficient for
inverse Mill’s ratio (i.e. selection hazard) suggests that standard OLS estimates, without
corrections for self-selection, tend to underestimate the impact of management forecasts
on underpricing. In the long run, IPOs with overly optimistic forecasts underperform their
counterparts with more cautious, pessimistic forecasts. The overly optimistic managers,
therefore, seem to be penalized once actual earnings are announced, revealing the true
characteristics of the forecasts. Overall, we interpret our results as direct evidence
showing that managers can influence the degree of underpricing by reducing the extent of

private information via voluntary disclosure of earnings forecasts.



The rest of the paper is organised as follows: The relevant literature is summarized and
hypotheses are developed in section two. Data and methodology are presented in section
three. In section four, we analyze the association of disclosure and the IPO performance
underpricing. We conclude with a summary of results and suggestions for further
research. Finally, relevant regulatory and institutional aspects of the UK primary market

are summarized in annexes 1 and 2.

2. Previous literature and hypotheses

A. Management Earnings Forecasts Disclosure, Characteristics, and IPO Performance
Various [PO theories predicted, and numerous empirical studies confirmed, that
underpricing increases with the level of uncertainty related to true value of company
shares (see Ritter, 1984; Rock, 1986). Beatty and Ritter 1986, for example, report a
positive association between number of disclosed uses of IPO proceeds listed in the
prospectuses and gross issue proceeds (both used as proxies for ex ante uncertainty) and
underpricing. Usage of earnings (historic and forecast) by individual investors and
investment banks in the IPO market has also been well documented in the literature
(Boatsman and Baskin, 1981; Beatty and Ritter, 1986; DeAngelo, 1990; Alford, 1992;
Kim and Ritter 1999). Managers preparing for an issue of equity, therefore, have
incentives to disclose forecasts in order to reduce information asymmetry and
consequently cost of capital (Healeu and Palepu 1993; 1995; Myers and Majluf 1984;

Merton 1987).



The empirical evidence on voluntary disclosure in the US’s IPO market tends to
concentrate on level and credibility of voluntary disclosures rather than disclosure of
forward looking statements.” For example, Schrand and Verrecchia (2002) report a
inverse relationship between the level of disclosure and the degree of underpricing, while
Leone et al. (2003) report that smaller companies and those audited by smaller
accounting firms provide more detailed disclosure. UK studies find evidence for
pessimistic managers’ forecasts in LSE prospectuses (Dev and Web 1972; Ferris and
Hayes 1977; Keasy and McGuiness 1991). The empirical evidence from other British
Commonwealth countries provides mixed evidence on the accuracy of management
earnings forecasts but seems to be conclusive in suggesting that management earnings
forecasts play an important role in the pricing of [POs (Clarkson et al., 1992; Firth, 1997;
1998; Jelic et al., 2001, Henry et al., 2002; How and Yeo, 2001; Jog and McConomy,
2003).° Furthermore, evidence for Malaysia, Australia, and Canada suggest that
forecasts’ bias seems to be associated with the long term performance of IPOs (Jelic et
al., 2001; How and Yeo, 2001; and Jog and McConomy, 2003). Elsewhere, Sun and Liu
(2003) report pessimistic management forecasts disclosed in IPO prospectuses prepared

for listing on the Shanghai Stock Exchange.

The above studies focus predominantly on association between forecast bias and
underpricing while treating the bias (i.e. forecast error) as an exogenous variable. The
managers, however, may deliberately choose forecast characteristics. For example, talent

signaling and litigation hypotheses, both predict that managers would rather be cautious,



pessimistic, forecasters (Trueman 1986 and Ball and Shivakumar 2006, respectively).By
setting themselves easier targets, managers increase the likelihood of more credible
forecasts and lower litigation cost.” On the other hand, DeGeorge and Zechauser (1993)
suggest the combined use of management earnings forecasts and retained ownership as
signaling devices. Given that investors always expect some degree of earnings
manipulation and/or forecast bias, and given stock prices penalties once the
‘disappointing’ future earnings become known, retained shares are held hostage against
future earnings surprises. It is, however, worth noting that optimists could be either
managers genuinely trying to convey information related to underlying value not captured
by current earnings or managers trying to ‘hype’ stocks. If the disclosure revealed this
improved value then long stock returns should not decline with the announcement of
subsequent earnings. * In the case of ‘hyping’ the long returns are expected to decline

. . . 9
once forecast accuracy/bias is verified.

Previous studies explained when managers may have an incentive to convey good (Ross,
1979; Verrechia, 1983) or bad news in secondary markets (Skinner, 1994).'"° Ross, for
example suggests that managers may believe that no forecast will be interpreted as bad
news. Consequently, all managers except those with the worst news have an incentive to
forecast. Disclosure of bad news could also be motivated by prospects of lawsuits by
investors (Skinner, 1994). Whereas early studies (Penman, 1980; Waymire, 1984) find
that good news forecasts are more likely, more recent studies from secondary markets,
find that firms were equally likely to disclose bad and good news forecasts (Hirst et al.,

20006).



The presence of intermediaries, such as auditors and financial analysts, has also been
associated with forecast characteristics in the secondary markets. Datar et al. (1991), for
example, suggest that high quality auditors may be selected by firms with less favorable
information.'" Titman and Trueman (1986), on the other hand, suggest that high quality
auditors are more likely to be selected by firms with more favorable information than
firms with less favorable information about the firms' value. While theory suggests that
intermediaries (e.g. auditors) enhance the credibility of financial reports and forecasts
empirical evidence has provided no conclusive evidence to substantiate it (Healey and
Palepu, 2001). Finally, Botosan (1997) examines the possibility that the association
between disclosure level and the cost of capital may be diluted for firms with a large
analyst following. Analysts following may also affect forecast characteristics by

providing additional scrutiny (Bamber and Cheon, 1998).

Better understanding of the association between management earnings forecasts and price
performance requires consideration of the above mentioned factors and choices made by
managers around [POs. We will, therefore, examine possible interactions between the
decision to make forecasts and forecast characteristics (forecast news, forecast accuracy,

forecast bias) including auditors’ reputation, and analysts following.'



B. Voluntary Disclosure of Management Earnings Forecast and Sample Selection Bias

The disclosure decision may be affected by the characteristics of IPOs (i.e. listing method
and issue size), managerial ability to make accurate forecasts, and litigation costs.’ For
example, offers for sale where offer prices are fixed only a few weeks before trading and
where shares are allocated on a non-discretionary basis to retail investors, are
characterized with a higher degree of information asymmetry than other listing methods
used by UK firms.'"* Size of the issue could also be an important determinant of
forecasting behavior. Larger issues, for example, may create a significant increase in the
book value of companies’ assets, but no commensurate increase in operating profit in the
following year, since these assets have not been employed long enough to generate
operating profit. Companies with larger issues, therefore, may find it more difficult to
accurately forecast profit."> On the other hand, the evidence from SOE suggests that
larger firms tend to issue more forecasts given the greater cost of issuing forecasts for

smaller firms (Hagerman and Ruland 1979)."¢

In addition to the choice of listing method and size of issue, the disclosure decision could
be affected by a manager’s ability to forecast accurately.'” For example, it is well
documented that profits of companies with a short operating history are likely to be more
difficult to forecast, given the fact that historical data are very important inputs to the
process of a forecast. Even if a new company is to rely on the operating history of other

companies in the same or a related industry, the available information on the operating
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history of those companies is likely to be a less reliable predictor of future earnings than
its own operating history (Mak, 1989). Similarly, Bilson et al. (2003) suggest that
younger firms tend to refrain from disclosing forecasts because of the higher expected
costs of potentially inaccurate forecasts and the relatively lower valuation benefits
younger (less credible) firms would receive. Bamber and Cheon (1998) report that
forecast behavior is associated with firms’ growth opportunities which tend to vary across
industries. Companies from industries with relatively high growth potential (i.e. high P/E
multiple), therefore, may find it more difficult to accurately forecast earnings. Consistent
with the above, Patell (1976) reports that utilities issue more forecasts than non-utilities,

in the secondary market.'®

The above highlights the importance of addressing the potential sample selectivity bias
when examining the association of underpricing and disclosure of management earnings
forecasts. Given relatively low litigation costs in the UK, we will examine only IPO’s
characteristics and managerial ability to make forecasts as potential determinants of the
voluntary disclosure. We also ignore the possibility that voluntary disclosure of
management earnings forecasts in [PO prospectuses could be motivated by reasons other
than prospective listings. This assumption seems justified given the timing of disclosure
and the fact that we consider only forecasts disclosed in IPO prospectuses that fully

comply with the listing requirements.'”

The research discussed above, motivates the following hypotheses:

10
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HI: There is a negative association between underpricing and voluntary disclosure of

management earnings forecasts

H2: Firms with overly optimistic forecasts will underperform their counterparts in the

long-run

When testing the above hypotheses we will control for competing signaling mechanism
used by IPO firms (i.e. retained ownership) and sample selection bias. In order to address
the potential sample selectivity bias we employ Heckman’s selection model.*’ The
procedure involves estimation of a probit (i.e. selection) model explaining why some
managers disclose forward looking information regarding earnings and others do not. The
estimated probability of forecasting, based on publicly available information prior to the
IPO/forecasts, is then used as a control variable in the model for underpricing. Li and
Prabhala (2005) highlight the dual nature of the self selection correction factor
constructed in this way. They show that this procedure for self selection can be viewed as
an inclusion of an omitted variable, such as private information. The control variable,
therefore, could be seen as an estimate of the private information underlying a manager’s
disclosure choice, and testing its significance (in the model for underpricing) would be a
test of whether private information possessed by managers affects ex post outcome (i.e.

underpricing).
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We will also examine interaction between disclosure of and characteristics of forecasts
(i.e. accuracy, bias, forecast news) together with the presence of reputable auditors and

analysts following,

3. Data and Methodology

A. Data

Our sample consists of 1,600 randomly selected IPOs from the LSE during the period
1981-2004. For the sample firms, IPO prospectuses were collected from the following
sources: Company House, Thomson Analytics Database (Global Access), Manchester
Business School Library, and the Center for Management Buy-outs Library at the
University of Nottingham. In our sample, 816 prospectuses were prepared for the LSE’s
official list (main board), and the rest are prospectuses prepared for one of the unofficial
lists (i.e. Third Market, USM, or AIM). Our sample represents at least one third of the

population of UK listings during the sample period.*' (Table 1 - Panel A).

Table 1 about here

Sample firms adopted one of the following listing methods: offers for sale (32% of all the
offers during the sample period), placing (42% of all placings during the sample period),
combination of offer and placing (62% of all combinations during the sample period),
introduction (22% of all introductions during the sample period), and transfer between

different lists (8% of all transfers during the sample period).”* About 38% of the sample
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companies are from the service (other than financial) sector, 30% from manufacturing,
17% from hi-tech industries, 7% from the finance sector, and 8% from other sectors.
Descriptive statistics for the sample companies is reported in Table 1 — Panel B. The
issue size raised by the sample companies varied substantially. The greatest amount
raised was in excess of £3bn while the lowest was about £30,000. The sample companies

have an average (mean) age of about 10 years.”® The average (mean) percentage of shares

sold is about 40%, ranging from 2% to 100%.

B. IPOs’ Short and Long-run Performance

The initial returns (IR;j;) were calculated on the basis of offer prices reported in

prospectuses and closing daily adjusted prices on the first trading date.

IRi; = (Pi1 - Pio)/Pio (D)

Given the variation in size and markets for our sample companies, the FTSE All Share

index is used for calculation of market adjusted initial returns (MAIR;},),

MAIR;; =IR;; - (Ii1 - Iio)/Tio (2

where, MAIR;; is the market index adjusted return of company i; P;; is the closing price

of company 1 at the end of the first trading date; P, is the offer price of company i (time

index O refers to the date of the prospectus); I;; is the FTSE All Share Index at the end of

13
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the first trading day and I;, is the FTSE All Share Index on the date of the prospectus of

company i.

Levis (1993), Khurshad et al. (1999), and Espenlaub et al. (2000) emphasize the
importance of an appropriate benchmark in the calculation of long term returns in the UK
context. Espenlaub et al. (2000), for example, use four different benchmarks to measure
the long term performance of 588 UK IPOs during the period from 1985 to 1992. They
concluded that the CAPM would seem misspecified due to the importance of size effects
and the fact that IPOs are typically small stocks. The results based on Fama - French style
benchmarks may be contaminated due to the nature of the UK book to market value
(BV/MV) data available from Datastream. In this paper, therefore, aftermarket financial
performance is examined by analysing both cumulative abnormal (CAR) and buy-and-
hold abnormal (BHR) returns. The average market-adjusted return for a sample of n

companies in event month t is defined as:
1 n
AR, =— z ar, 3)
n'i-

The cumulative abnormal return over T months starting from month t, is the summation

of the average abnormal returns,

CAR,, =Y AR,, (4)

t=to
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Where, Rj; is the abnormal return of company i in event month t calculated on a
compounded basis, rj; is the return for company i in event month t, and ry is the return of

FTSE All Share Index in event month t.

BHR, =[](1+r)-[]0+r) )

The results of some recent studies concerning IPOs’ long-term returns are not conclusive
and highlight the importance of the choice of methodologies. For example, Fama (1998)
suggests that cumulative abnormal returns may be less biased than buy and hold returns
as a measure of long term performance since the latter, calculated on a compounded
basis, may exaggerate a single period’s poor performance. Barber et al. (1999), and
Kothari and Warner (1997) provide a thorough assessment of various metrics for the
measurement of long term returns. They document three main potential biases in the
calculation of long term returns: a) survivor bias, which may occur if failing firms are
excluded from the sample; b) rebalancing bias, related to the calculation of cumulative
returns; and c) skewness bias due to the fact that long term returns are typically skewed.
In order to minimise these potential misspecifications, we evaluated long-term buy-and-
hold market-adjusted compounded returns and cumulative abnormal returns. We also
included all failing firms in the calculation of long-term returns. To account for skewness
bias, a non-parametric test’*, and a skewness-adjusted t statistic with bootstrapped p-
values are used to test the null hypothesis that mean buy-and-hold returns are equal to

25
Z€10:
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te=Vn(S+1/3Y S*+ 1/6nY), (6)
S=n(Ry/ 3 Ry,

Y= {Z[Ri-n R[N 3 R)’]

where, n (Ry) is the sample mean and o (R;) is the cross-sectional sample standard

deviation of buy-and-hold returns for the sample of n firms.

The distribution of t-values was simulated by drawing 10,000 resamples of size n/4, with
replacement, from each return series. The critical t values for a level of significance (o)
were calculated by sorting all 10,000 simulated t values and by searching for the cut-off
points (e.g. top and bottom companies for a = 5%) at which the null hypothesis can be

rejected. The critical values are, therefore, obtained by solving:

Prte.” < x*] = Prfte” >x,*] = /2, (7)

where x; = 0.5% and x, = 2.5%.

C. Heckman’s Model for Management Earnings Forecasts and Underpricing

In IPO markets the decision to disclose could be related to the choice of IPO method,
size, age, and industry classification of the firms.*® It is important to note that the
explanatory variables used in our selection model are public information, and that ex ante

expected value of the error term in the probit model is zero,
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DISCLOSURE; = a + B; ISSIZE; + 3, AGE; + B; METHOD; + B4 INDUSTRY; + ¢; (8)

DISCLOSURE is a categorical variable equal to 1 for companies which disclosed
forward looking information regarding earnings and 0 otherwise. Gross IPO proceeds are
proxy for the size of issue (ISSIZE). AGE is length of sample firm’s operating history in
number of days. INDUSTRY is a categorical variable taking value 1 for IPOs from
service sector, 0 otherwise. Finally, METHOD is a categorical variable taking value 1 for

offer for sales (including combinations of offers and placings) and 0 otherwise.

Since we can never directly observe the effect of voluntary disclosure of management
forecasts on offer prices, we control for the probability that management would volunteer
to disclose the forecasts by including the probability in our second stage model for
underpricing. This is a correction variable (LAMBDA), created by the probit regression as
an inverse of the Mills’ ratio (i.e. non-selection hazard). Our LAMBDA, therefore, could
be seen as an estimate of the private information underlying a manager’s disclosure
choice, and testing its significance (in the second regression) is a test of whether private

information possessed by managers affects the ex post outcome (i.e. underpricing).*’

Hypothesis one is tested by regressing initial returns on the disclosure variable and
controlling for relevant variables identified in previous IPO literature. For example, we
use company’s AGE as a proxy for ex ante uncertainty and expect that a longer operating
history is negatively associated to the degree of underpricing.”® Percentage of shares sold

(i.e. 100 — percentage of retained ownership) could be seen as an alternative signaling

17
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mechanism to voluntary disclosure of management earnings’ forecasts. Ritter (1984),
Kim et al. (1995), Klein (1996), Firth and Liau-Tan (1997), and DeGeorge and Zechauser
(1993) all find that IPOs with lower percentage of shares sold (i.e. higher retained
ownership) received higher market valuation. Finally, issue size (ISSIZE) and BV/MV
have been used in the PO literature as proxies for relative overpricing (Loughran and

Ritter, 1995; Habib and Ljungqvist, 1998),”

IR = o + B1*In(ISSIZE;) + B2*In(AGEy) + Bs*In(SOLDy) + Bs *In(BV/MVy) + Bs * DISCLOSURE;, + Bg *

LAMBDA, + &, )

The above model is consistent with the widely used P/E model, and implicitly assumes
that the multiplier is a linear function of the explanatory variables and signals (see

Downes and Heinkel, 1982; Kim and Ritter, 1999).

An issue that arises in the application of Heckman’s procedure is whether the two sets of
variables can be identical or whether we need exclusion restriction so that there is at least
one variable in the first stage regression that is not repeated in the second stage
regression. Theoretically, exclusion restrictions are not required in the selection model
given that the model is identified by non-linearity (Li and Prabhala, 2005; Heckman and
Navarro-Lozano, 2004).° Nevertheless, we run diagnostic tests and find no evidence of

problems related to multicollinearity in our selection models.
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D. Characteristics of Forecasts and IPO Performance
An important feature of our data set is that we can observe disclosure decision as well as
earnings forecasts (i.e. magnitude of the selection variable). We examine forecast bias

31
and accuracy, based on percentage forecast errors,

FE (%) = (Ai-Fi)/ Fiy, (10)

Where, F; is forecast profit before tax, for the next accounting period, disclosed in [PO
prospectuses, and Aj is reported profit before tax that corresponds to the accounting

period for which the forecasts were made.

The negative forecast bias corresponds to optimistic forecasts while positive bias
indicates pessimistic forecasts (i.e. underestimated increase or overestimated reduction in
earnings). We were also able to establish whether forecasts are conveying ‘bad’ or ‘good’
news by comparing forecast earnings (F) with last year earnings (Ai.;), both publicly
available information at the time of the IPO. Forecast earnings higher than last year
earnings convey ‘good’ news, while forecasts of declining earnings convey ‘bad’ news.’>
In order to evaluate the incremental effects of forecast accuracy, forecast bias, and
bad/good news we allow disclosure to enter the model on its own and in interaction with
the following variables: DISCxAFA, DISCxOPTIM, and DISCxBADN. A significant
positive coefficient on the above interaction variables would indicate that the association
between the underpricing and disclosure is stronger for managers with more accurate,

optimistic, and forecasts conveying bad news, respectively.
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We also assess the sensitivity of our results to model specification by considering
auditors’ reputation and analysts following equation 9.> Market segmentation for audit
firms in the UK has followed world-wide accepted practice with regard to the Big Six
firms. The Big Six are the largest firms and regarded as highly reputable in the previous
literature. To test for the incremental effect of auditors’ reputation, an interaction variable
set equal to one if the audit firm for disclosing IPOs was one of the Big Six and zero
otherwise (DISCxAUDIT). In order to examine the possibility that the association
between disclosure of management earnings forecasts and underpricing may be diluted by
analysts’ following, we constructed an interaction variable (DISCxANLTS) set equal to
one if at least one analyst made earnings forecast for the same accounting year as

. . . 34
disclosing managers, and zero otherwise.

5. Results

A. Voluntary Disclosure and Accuracy of Management Earnings Forecasts

For each sample firm we checked the prospectus for disclosure of any forward looking
information that may qualify as a profit forecast. We identified 611 (38% of the sample)
firms with forward looking information, 469 (29% of the sample) of which qualify as
profit forecasts according to the LSE’s Listing Rules. Average (mean and median)
forecast period was 89 and 64 days, respectively, with a maximum forecast period of 11
months.> Firms applying for listing on the LSE’s main board disclosed forecasts in 33%

of cases while firms applying for unofficial lists (i.e. USM, Third Market, and AIM)

20
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disclosed in 24% of cases. Among the companies that disclosed earnings forecasts, only
two disclosed qualitative forecasts and all the others disclosed quantitative (numeric)
forecasts. The numeric forecasts were forecasts of PBT (136 firms), dividends (79 firms),
and joint forecasts of PBT and dividends (252 firms). The forecasts were predominantly
disclosed as joint forecasts of profit before tax and dividend payments (65% of cases).
We identified 51 firms disclosing quantitative earnings estimates. A further 91 of our
sample firms disclosed other forward looking information such as unaudited interim

results, financial illustrations, and quantitative revenue forecasts.

Table 2 about here

Our results confirm expectations regarding association between the different listing
methods and the decision to disclose earnings forecasts. Managers engaged in offers for
sale tend to disclose more frequently and are more likely to disclose numeric earnings
forecasts. This is consistent with evidence for disclosure prior to SOEs, which suggest
that financing firms (firms that access capital market) have a greater incentive to
voluntary disclose earnings forecasts than non-financing firms (Frankel et al. 1995).
Managers involved in non-financing listings tend to disclose other forward looking

information rather than profit forecasts.

Table 1 - Panel B provides comparison of age, size of issue, and percentage of shares sold

for disclosing and non-disclosing firms. Disclosing firms tend to be older, with smaller

issues, and a lower percentage of shares, measured by differences in median values. Our
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results differ from the results reported in Jog and McConomy (2003) for Canadian IPOs.
The authors report a lack of statistically significant differences between characteristics of
forecasters and non-disclosing firms in a sample of 258 Canadian IPOs. Among the
disclosing firms, we found no statistically significant differences between firms that
disclose numeric forecasts and firms that disclose other types of forward looking
information, except for median age. The firms disclosing numeric profit forecasts tend to

be older than their counterparts.

We find that 88% of numeric forecasts have a positive FE, suggesting that managers
make cautious (pessimistic) forecasts. Our findings are consistent with results reported in
previous UK studies on management forecast accuracy (Dev and Web 1972; Ferris and
Hayes 1977; Keasy and McGuiness 1991). The above results, however, differ from
results reported in the SOE literature. For example, McNichols (1989) and Frankel et al.
(1995) report that majority of managers disclosed optimistic forecasts with statistically
significant mean average forecast error.’® Similarly, Lang and Lundholm (2000) report

that the tone of disclosure statements prior to SOE is optimistic.

The average FE and AFE are 5.51% and 10.7%, respectively. They are both statistically
significant at 1% level. The majority of numeric forecasts (65%) convey good news (i.e.
higher PBT than last year). Overall, accuracy of pessimistic and forecasts conveying
good news is better than the accuracy of their counterparts disclosing optimistic and

forecasts conveying bad news.
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Table 3 about here

B. IPOs’ Performance

Results for underpricing are presented in Table 3 (Panel A).>” Average (mean) IR and
MAIR are 20.23% and 20.37%, respectively.’® They are both statistically significant at
1% level. *° The reported results also suggest statistically significant difference in mean
IR and MAIR between disclosing and non-disclosing firms.** Companies with disclosed
quantitative forecasts “left less money on the table” than their counterparts that chose not
to disclose forecasts. The disclosure also seems to be associated with the volatility of
initial returns. Standard deviation of initial returns for IPOs without disclosure is about 5
times higher than the standard deviation of their counterparts with disclosed quantitative
forecasts.*! The results are consistent with our expectations that disclosure reduces the

degree of underpricing.*

Among disclosing firms, optimistic managers have lower IR and MAIR then their
pessimistic counterparts.” After controlling for disclosure of bad or good news, the
above results remain robust only in the sub-sample of firms that made forecasts
conveying good news.** Firms disclosing forecasts that convey bad news tend to have a
higher degree of underpricing than their counterparts disclosing good news. The

difference in average IR and MAIR, however, is not statistically significant.

Table 4 about here
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Overall, our sample IPOs exhibit underperformance up to twelve months after listings,
measured by median BHR and CAR (Table 4 - Panel A). The results suggest a statistical
difference between sub-samples with and without disclosure. The IPOs with disclosed
quantitative earnings forecasts outperform their non-disclosing counterparts up to 12

months after listings, measured by median BHR and CAR.*

We further stratified our results on short and long term performance by characteristics of
forecast (Table 5 - Panel A). Optimists exhibit statistically significant negative average
(mean and median) BHR returns. IPOs with pessimistic forecasts, however, exhibit
statistically significant positive average (mean and median) BHR in all quarters during
the post listing year. The results for CARs are consistent with the BHR results in month
12. Optimists underperform pessimists up to 6 months after IPO (measured by CAR) and
up to 12 months after IPO (measured by BHR). The difference between optimists and
pessimists, measured by CAR, is statistically significant in month 6 (optimists performed
worse than pessimists). Measured by BHR optimists performed worse than pessimists in
months 6, 9, and 12. We find no statistical difference in long term performance between

those IPOs that disclose bad and those that disclose good news (Table 5 - Panel B).

Insert Table 5 about here

As presented earlier, the differences in both underpricing and accuracy between optimists

and pessimists is particularly notable in the sub-sample of firms that disclosed forecasts

conveying good news. Since optimistic and forecasts of good news may be a genuine
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attempt to provide additional information regarding valuation of the firms or an attempt
to ‘hype’ the stock, it is important to analyse long term returns stratified along the same
lines. Stratified by good news, the results suggest that pessimists perform better than
optimists up to 12 months after [PO, measured by both CAR and BHR. The market,
therefore, appears to interpret overly optimistic forecasts of good news as an attempt to

‘hype’ stocks. *°

C. Heckman’s model for association of voluntary disclosure and underpricing

Results for our probit model are reported in Table 6. All explanatory variables (age, issue
size, industry, and IPO method) have expected signs and are highly statistically
significant. Younger, companies from service industries, and companies involved in
larger issues are less likely to disclose forecasts. As expected, the choice of IPO method
has the highest marginal effect on management’s decision to disclose forecasts. The
choice of offer for sale increases chances of disclosure by 14.5%. Reported results for
Pesaran-Timmermann statistics and goodness of fit suggest that the model correctly

predicted managers’ voluntary disclosure of earnings forecasts in 65.5% of cases.

Insert table 6 about here

Results of our Heckman model confirm findings about association of disclosure and

underpricing (Table 6). The DISCLOSURE variable has an (expected) negative sign and

it is statistically significant at 5% level, after controlling for sample selection bias and
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other relevant variables identified in IPO literature. Size of issues and age, often used as
proxies for a level of information asymmetry are, negatively associated with the degree of
underpricing (statistically significant at 1% and 5%, respectively). Percentage of shares
sold is positively associated with the degree of underpricing (statistically significant at

10%). ¥’

The coefficient for LAMBDA (i.e. inverse or Mills ratio) is statistically significant (at
10%) in all regressions which suggests that standard OLS estimates, without corrections
for self selection, tend to underestimate the impact of management forecasts on
underpricing. The results also suggest the importance of managers’ private information
for the subsequent performance of IPOs.** The coefficients for interaction terms were
positive, but not statistically significant.*” The association between underpricing and
management earnings forecasts, therefore, seems to be driven by voluntary disclosure
(that is verifiable at the time of IPO) rather than by characteristics of the forecasts
(verifiable after the [PO). Forecast of bad news and auditors’ reputation (both verifiable

at the time of IPO), have no incremental effect on underpricing.

We identified 279 our sample firms with numeric forecasts on the IBES database. Among
them, analysts provided forecasts that could be matched with our sample management
forecasts, for 158 firms. As expected, the sign of the coefficient DISCxANLST is negative
suggesting that disclosed forecasts are particularly important for firms that are not
followed by analysts. The results, however, suggest no statistically significant

incremental effect of analysts following. Signs and statistical significance of other
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coefficients are the same as in previous regressions, except for LAMBDA which is no

longer significant.

6. Conclusion

In this paper we examine voluntary disclosure, accuracy, and relevance of management
earnings forecasts, in the UK primary market. Our results suggest that 29% of the sample
companies disclosed earnings forecasts in the IPO prospectuses. The forecasts were
predominantly disclosed as quantitative, joint forecasts, of profit before tax and dividend
payments (65% of the forecasts). Only 3% of the sample companies disclosed estimates

of earnings and/or dividends.

Our probit model correctly predicts management choice to disclose earnings forecasts in
65% cases. Managers in firms opting for offers for sale are more likely to disclose
forecasts than their counterparts choosing other listing methods. Other significant
determinants of voluntary disclosure are: size of issue, length of operating history, and
industry. Firms with smaller issues, longer operating history, and from non-service

related industries are more likely to disclose forecasts.

Overall, managers seem to be pessimistic forecasters with the average (mean) absolute

error for earnings forecasts is 10.7%. Average mean IR and MAIR, are 20.1% and

20.23%, respectively. The underpricing is negatively associated with the disclosure of
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profit forecasts. The IPOs with disclosure, on average, “left less money on the table” and
exhibited about 5 times lower standard deviation of initial returns. The results remain
robust after controlling for sample selection bias, ex ante uncertainty, size of issue, and
other relevant variables identified in the IPO literature. We find no evidence of
incremental effects on underpricing for either forecast bias or forecast accuracy.
Similarly, reputation of auditors that verify forecasts does not seem to have an
incremental effect on underpricing. We interpret the above findings as further evidence
for relevance of voluntary disclosure, consistent with the theoretical prediction that

voluntary disclosure reduces cost of capital.

In the long run, IPOs with overly optimistic forecasts underperform their counterparts
with more cautious, pessimistic forecasts. The overly optimistic managers, therefore,
seem to be penalized once the actual earnings were announced, revealing the true
characteristics of the forecasts. The above results are consistent with findings in previous
literature regarding underwriters who ‘cheat’ on the underpricing equilibrium’ (Beatty
and Ritter 1986), financial analysts who provide overly optimistic forecasts for listed
companies (Dechow et al. 1999; Rajan and Servaes 1997), and managers in listed
companies who fail to meet/beat earnings benchmarks (Kasznik and McNichols 1999;

Richardson et al. 1999; Bartove et al. 2002).
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