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ABSTRACT 

 

This paper seeks to enhance our understanding of financial analysts in assisting market investors’ use of accounting 

earnings in the Korean stock market. We examine whether stock returns differentially reflect earnings information 

for firms with analyst coverage. We propose that the role of analysts as external monitors as well as information 

intermediaries enhances the market investors’ valuation of earnings. We find that market valuation of earnings is 

higher for firms with analyst following. Furthermore, market investors’ valuation of earnings increases (or 

decreases) with the number of analysts (or with the dispersion of analysts’ forecasts). This suggests that the 

beneficial effect of analysts arises through the quantity and quality of analyst s’ information. This study contributes 

to the literature by investigating the important role of analysts in emerging market. 
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INTRODUCTION 

 

ccounting earnings are one of the most important inputs in the valuation of a firm. This is 

corroborated by the enormous evidence that changes of earnings are correlated with returns (see 

Barth et al. 2001). Further, such correlation (which is often referred as an earnings response 

coefficient (ERC) in the literature) varies with firm characteristics (Kothari and Collins 1989) and earnings attributes 

(Basu 1997; Kormendi and Lipe 1987). We argue that market investors’ valuation of a firm’s earnings is higher for 

firms with analyst following. Analysts interpret disclosed financial information and disseminate such interpreted 

information to market investors (Healy and Palepu 2001). This information interpretation and dissemination role of 

analysts helps investors better digest information in earnings and more use such interpreted earnings information in 

their valuation.  

 

In addition, the monitoring role of analysts increases the quality of earnings (Yu 2008). When reported earnings 

have less opportunistic bias and error, they have a greater effect on investors’ valuation of the firm (Francis et al. 

2007; Lang et al. 2006). If analysts effectively play roles as information intermediaries and external monitors, then 

we expect to observe the increased relevance of earnings for firms followed by analysts. 

 

Using a sample of 12,296 firm-year observations over 2003-2012, we find that firms with analyst coverage have a 

higher ERC, controlling for firm size, growth, and risk. This suggests that stock returns impound more information 

about earnings when firms are followed by analysts. Further, we examine cross -sectional differences in the relation 

between analyst following and ERC. ERC increases in the quantity and quality of analysts’ information which are 

proxied by the number of analysts and standard deviation of analysts’ forecast errors, respectively. This suggests 

that the beneficial effect of analyst following is pronounced for firms with more and better analysts’ information.  

 

While the beneficial effect of analyst following is well documented in U.S. capital market studies (e.g., Wiersema 

and Zhang 2011; Washburn and Bromiley 2014; Ioannou and Serafeim 2014), the ability of analysts as an 

information intermediary is often questionable in emerging markets with a few exceptions (e.g., Ding et al. 2014). 
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For example, recent news article finds large forecasts errors by Korean analysts, resulting in shocking many 

investors at the earnings announcement date (Hwang, 2013). Prior literature finds that Korean analysts’ earnings 

forecasts are not superior to time-series model-based (primarily, random walk) forecasts in terms of accuracy after 

controlling for timing advantage of analysts, questioning analysts’ ability to utilize a much broader set of 

information than that used by the time-series model (Kim, 1998).  

 

Much of literature on analysts in the Korean capital market focuses on the effect of firm characteristic (including 

information environment) or analyst characteristics on analysts’ forecast accuracy (i.e. Ahn et al. 2006; Kim et al. 

2010). However, there is a limited evidence of the effect of analyst coverage on the market investors’ use of 

accounting information in the Korean capital market. Accordingly, we contribute to the literature regarding analysts’ 

contributions to informational efficiency in emerging capital market by examining the interplay between analysts 

and investors’ use of accounting information. 

 

The remainder of the paper is organized as follows. Section 2 discuss a related research, develops hypotheses, and 

outlines the research design. Sample selection and empirical results are presented in Section 3. Finally, Section 4 

offers concluding remarks.  

 

Related Literature and Hypotheses Development 

 

We hypothesize that financial analysts enhance investors’ valuations of earnings throug h two different mechanisms. 

First, as information intermediaries, analysts provide useful reports about a firm’s financial performance to 

investors. In fact, in a score of analyst reports we read, analysts provide a detailed analysis of earnings such as 

earnings persistence, the effect of one-time charges, etc. after earnings announcement.1 This information 

interpretation and dissemination role of analysts reduces uncertainty about a firm’s earnings and thereby facilitates 

investors’ assessment of earnings in their valuation. Such contribution of analysts as information intermediaries is 

documented in many studies. For example, Asquith et al. (2005) find that analysts interpret previously released 

information and such interpreted information is useful to market investors. This information interpretation and 

dissemination role of analysts reduces uncertainty and processing costs about a firm’s earnings, both of which 

decrease a firm’s cost of capital (Diamond and Verrecchia 1991; Baiman and Verrecchia 1996). As a cost of capital 

decreases, investors apply a lower discount adjustment, resulting in a higher earnings response coefficient. Thus, 

analyst coverage facilitates investors’ assessment of earnings in their valuation.  

 

Second, analyst following increases the quality of earnings. Financial analysts are acknowledged as external 

monitors in Jensen and Meckling (1976) and Healy and Palepu (2001). Prior research finds that this monitoring role 

of analysts increases the value of a firm (Chung and Jo 1996). Yu (2008) argues that financial analysts can be 

effective in detecting and deterring earnings management due to their advanced training in accounting and finance 

and industry knowledge. Consistent with this, he finds that more analysts lead less earnings management. Similar 

findings are documented in Ahn (2006) using the Korean data. Thus, earnings of a firm with analyst following are 

likely to have less opportunistic bias and better reflect a firm’s underlying economics. Prior research finds stronger 

market reactions to earnings with less opportunistic bias and less non-opportunistic error in es timating accrual 

(Francis et al. 2007; Lang et al. 2006). In summary, we expect earnings with analyst following to have a higher 

market reaction than those without analyst following as the consequence of analysts’ role as information 

intermediaries and external monitors. We formally state the first hypothesis as follows: 

 

H1: The association between earnings and stock returns is stronger for firms with analyst coverage. 

 

  

                                                 
1 For example, Daishin Securities issued a report on Hyundai Motors after its 2012 Q2 results (http://imgstock.naver.com/upload/ 
research/company/1343346661146.pdf). In this report, an analyst reviewed Hyundai’s performance in a great detail, suggesting the info rmation  
interpretation and dissemination role of analysts. 
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However, if analyst’s information discovery role such as information pre-emption dominates, the association 

between earnings and stock returns may decrease with analyst coverage. Analytical research shows that the 

informativeness of pre-disclosure information is inversely related to investors’ reaction to subsequent earnings 

announcement (Holthausen and Verrecchia, 1988; Demski and Feltham, 1994). Empirically, Chen et al. (2010) find 

that the amount of information in analyst research issued before earnings announcements is negatively associated 

with the information content of earnings announcements, consistent with analyst research pre-empting the earnings 

report. Ayers and Freeman (2003) document a weak association between contemporaneous earnings and annual 

returns, indicating analyst research pre-empting earnings news in the U.S capital market. Thus, the net effect of the 

information discovery, interpretation and dissemination, and monitor roles of analysts is an empirical issue in the 

Korean capital market. 

 

If H1 is reasonably descriptive, the intensity of the relation between earnings and returns may varies predictably 

with the quantity and quality of analysts’ information. From an informational role perspective, more analysts 

following a firm results in the production of more reports about earnings and their valuation implication. An 

increase in information about a firm’s earnings decreases uncertainty about their persistence or future cash 

realization, resulting investors’ increase in their weight on earnings information. Also, the effect of analyst 

following on investors’ assessment of earnings is likely to be pronounced (or attenuated) by good (poor) quality 

information about firms’ earnings analysts generate. Following Roulstone (2003) and Cheng and Subramanyam 

(2008), we measure the quantity and quality of analysts’ information by the number of analysts and forecast 

dispersion. From a monitoring perspective, the effect of analysts as external monitors increases in the number of 

analysts (Yu 2007), resulting in less managed earnings. This leads to a higher investors’ va luation of earnings. By 

linking investor’s assessment of earnings to the number of analysts and the dispersion, we provide more direct 

evidence on their role in the Korean capital markets. We formally state the second hypotheses as follows: 

 

H2a: The association between earnings and stock returns is increasing in the number of analysts following a firm. 

 

H2b: The association between earnings and stock returns is decreasing in the dispersion of analysts’ forecasts . 

 

To empirically examine the role of analysts in investors’ assessment of earnings, we test whether stock returns 

differentially reflect the earnings information when a company is followed by analysts. Specifically, we estimate the 

following equations: 

 
𝑅𝐸𝑇𝑖,𝑡 = 𝛼0 + 𝛼1𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛼2𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 + 𝛼3𝐺𝑅𝑂𝑊𝑇𝐻𝑖,𝑡 + 𝛼4𝐹𝑂𝑅𝐸𝐼𝐺𝑁𝑖,𝑗 + 𝛼5𝐵𝐼𝐺_𝐶𝑂𝑖 ,𝑗 +

𝛼6𝑌𝐸𝐴𝑅_DUM𝑖,𝑡  + 𝛼7𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌𝑖,𝑡 + 𝛼8𝐴𝑁𝐴𝐿𝑌𝑆𝑇𝑖,𝑡 + 𝛼9∆𝑁𝐼𝑖,𝑡 + 𝛽1∆𝑁𝐼𝑖,𝑡 ∗ 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 +  𝛽2∆𝑁𝐼𝑖,𝑡 ∗

𝐺𝑅𝑂𝑊𝑇𝐻𝑖,𝑡 + 𝛽3∆𝑁𝐼𝑖,𝑡 ∗ 𝐹𝑂𝑅𝐸𝐼𝐺𝑁𝑖,𝑡 + 𝛽4∆𝑁𝐼𝑖,𝑡 ∗ 𝐵𝐼𝐺_𝐶𝑂𝑖 ,𝑡 + 𝛽5∆𝑁𝐼𝑖,𝑡 ∗ 𝐴𝑁𝐴𝐿𝑌𝑆𝑇𝑖,𝑡 + 𝜀𝑖 ,𝑡  (1) 

 
𝑅𝐸𝑇𝑖,𝑡 = 𝛼0 + 𝛼1𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛼2𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 + 𝛼3𝐺𝑅𝑂𝑊𝑇𝐻𝑖 ,𝑡 + 𝛼4 𝐹𝑂𝑅𝐸𝐼𝐺𝑁𝑖,𝑗 + 𝛼5𝐵𝐼𝐺_𝐶𝑂𝑖 ,𝑗 +

𝛼6𝑌𝐸𝐴𝑅_DUM𝑖,𝑡  + 𝛼7𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌𝑖,𝑡 + 𝛼8𝐴𝑁𝐴𝐿𝑌𝑆𝑇_𝑁𝑈𝑀𝑖 ,𝑡(or 𝐴𝑁𝐴𝐿𝑌𝑆𝑇_𝑅𝐴𝑁𝐾𝑖,𝑗  ) + 𝛼9∆𝑁𝐼𝑖,𝑡 + 𝛽1∆𝑁𝐼𝑖,𝑡 ∗

𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 + 𝛽2 ∆𝑁𝐼𝑖,𝑡 ∗ 𝐺𝑅𝑂𝑊𝑇𝐻𝑖,𝑡 +  𝛽3∆𝑁𝐼𝑖,𝑡 ∗ 𝐺𝑅𝑂𝑊𝑇𝐻𝑖,𝑡 + 𝛽4∆𝑁𝐼𝑖,𝑡 ∗ 𝐹𝑂𝑅𝐸𝐼𝐺𝑁𝑖,𝑡 + 𝛽5∆𝑁𝐼𝑖,𝑡 ∗

𝐵𝐼𝐺_𝐶𝑂𝑖 ,𝑡 + 𝛽6∆𝑁𝐼𝑖,𝑡 ∗ 𝐴𝑁𝐴𝐿𝑌𝑆𝑇𝑖,𝑡(or 𝐴𝑁𝐴𝐿𝑌𝑆𝑇_𝑅𝐴𝑁𝐾𝑖,𝑗 ) + 𝜀𝑖,𝑡      (2) 

 
𝑅𝐸𝑇𝑖,𝑡 = 𝛼0 + 𝛼1𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛼2𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 + 𝛼3𝐺𝑅𝑂𝑊𝑇𝐻𝑖 ,𝑡 + 𝛼4 𝐹𝑂𝑅𝐸𝐼𝐺𝑁𝑖,𝑗 + 𝛼5𝐵𝐼𝐺_𝐶𝑂𝑖 ,𝑗 +

𝛼6𝑌𝐸𝐴𝑅_DUM𝑖,𝑡  + 𝛼7𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌𝑖,𝑡 + 𝛼8𝐹𝑂𝑅𝐸𝐶𝐴𝑆𝑇_𝑆𝑇𝐷𝑖 ,𝑡(or 𝐹𝑂𝑅𝐸𝐶𝐴𝑆𝑇_𝑆𝑇𝐷_𝑅𝐴𝑁𝐾𝑖,𝑗) + 𝛼9∆𝑁𝐼𝑖,𝑡 +

𝛽1∆𝑁𝐼𝑖,𝑡 ∗ 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 + 𝛽2∆𝑁𝐼𝑖,𝑡 ∗ 𝐺𝑅𝑂𝑊𝑇𝐻𝑖 ,𝑡 + 𝛽3∆𝑁𝐼𝑖,𝑡 ∗ 𝐺𝑅𝑂𝑊𝑇𝐻𝑖 ,𝑡 + 𝛽4∆𝑁𝐼𝑖,𝑡 ∗ 𝐹𝑂𝑅𝐸𝐼𝐺𝑁𝑖,𝑡 +

𝛽5∆𝑁𝐼𝑖,𝑡 ∗ 𝐵𝐼𝐺𝐶𝑂𝑖,𝑡
+ 𝛽6∆𝑁𝐼𝑖,𝑡 ∗ 𝐹𝑂𝑅𝐸𝐶𝐴𝑆𝑇_𝑆𝑇𝐷𝑖,𝑡(𝑜𝑟  𝐹𝑂𝑅𝐸𝐶𝐴𝑆𝑇_𝑆𝑇𝐷 _𝑅𝐴𝑁𝐾𝑖,𝑗  ) + 𝜀𝑖 ,𝑡                 (3) 

 

where RET is the 12-month compounded monthly return adjusted for expected returns from the market model from 

April 1 of the fiscal year t to March 31 of the fiscal year t+1. NI is the difference between current NI and prior NI, 

where NI is net income, deflated by a firm’s market values of April 1 at year t. SIZE is the natural log of total assets, 

LEVERAGE is the ratio of long-term liabilities to total assets, and GROWTH is the change in sales divided by year 

t-1 sales. FOREIGN is the percentage of a firm’s equity held by foreign investors at year t. BIG_CO is a dummy 

variable that is 1 if SIZE is larger than the median SIZE, 0 otherwise. LEVERAGE, GROWTH, FOREIGN, and 

BIG_CO interact with NI in the regression. These interaction terms are included to control for the effect of other 
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confounding factors affecting both RET and analyst following. Due to the high correlation between NI and the 

interaction term between SIZE and NI, we include BIG_CO and BIG_CO*NI (instead of SIZE*NI) to control 

for the effect of firm size on the relation between RET and NI.  

 

ANALYST_NUM is a number of analysts following a firm during year t. ANALYST_RANK is 0 for firm-years 

with no analyst following, 1 for firm-years with one analyst, 2 for firm-years with two analysts, 3 for firm-years 

with 3 or 4 analysts, 4 for firms with analyst greater than 4 and less than or equal to 9, 5 for firms with analysts 

greater than 9 and less than 16, and 6 for firms with 16 analysts or more. We split the observations into 7 groups to 

mitigate effects of extreme values of the valuation estimates. Since the number of analyst is a discrete variable 

whose distribution is well skewed as in Table 1,2 we made some arbitrary cutoffs so that each group has a 

meaningful number of observations.  

 

FORECAST_STD is the standard deviation of analysts’ earnings forecasts made three months before December 31 

of year t, divided by the t year-ending stock price. FORECAST_STD_RANK is the quartile of the 

FORECAST_STD. Subscript i and t represent firm and year, respectively. YEAR_DUM and INDUSTRY_DUM are 

dummy variables that control for year and industry fixed effects.  

 

H1 predicts that the coefficient of the interaction between NI and ANALYST has a positive sign in eq. (1). A 

positive (negative) and significant coefficient associated with the interaction of NI and ANALYST_RANK 

(FORECAST_STD_RANK) in eq. (2) (in eq. (3)) is consistent with H2a (H2b).  

 

EMPIRICAL ANALYSIS 
 

Sample and Data 

 

Our initial sample comprises all firm-years on the FnGuide database over the 2003-2012. We delete firm-year 

observations: (1) from the financial industry; (2) with missing financial statement and returns data required for 

empirical tests; and (3) with stock returns greater than absolute values of 0.95 and with re turns on equity greater 

than absolute values of 0.95. This results in a sample of 12,296 firm-year observations. About 33% of firm-years are 

followed by analysts. Among firm-years with analyst coverage, 31% of firm-years are followed by one analyst and 

more than 50% of firm-years are followed by less than four analysts as in Table 1. The median firm with analyst 

coverage is followed by three analysts.  

 
Table 1. The Number of Analysts over a Sample Period 

# of analysts # of firm-years Percent 

1 1,291 31.58 

2 666 16.29 

3 372 9.1 

4 259 6.34 

5 185 4.53 

6 155 3.79 

7 119 2.91 

8 111 2.72 

9 89 2.18 

10 87 2.13 

11 90 2.2 

12 63 1.54 

(Table 1 continued on next page) 

  

  

                                                 
2 About 65% of firm-years are not followed by analysts. Among firm-years with analyst following, about 32% and 16% are followed by one an d 
two analysts, respectively while less than 20% are followed by more than 11 analysts. 
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(Table 1 continued) 
 

# of analysts # of firm-years Percent 

13 71 1.74 

14 81 1.98 

15 59 1.44 

16 70 1.71 

17 52 1.27 

18 62 1.52 

19 46 1.13 

20 43 1.05 

21 38 0.93 

22 34 0.83 

23 15 0.37 

24 10 0.24 

25 10 0.24 

26 6 0.15 

27 2 0.05 

28 1 0.02 

30 1 0.02 

Total 4,088 100 

 

Descriptive Statistics  

 

Table 2 reports the summary statistics for the key variables. Over the sample period, mean and median of annual 

returns, RET, are -7% and -5%, respectively. The average (median) firm size, SIZE, in terms of total assets is 730 

(95) billion won while the mean (median) log-transformed leverage, LEVERAGE, relative to total assets is 0.10 and 

0.07. During the sample period, an average firm records 5% sales growth and 7% of the sample firms, on average, 

are owned by foreign investors.  

 

Table 3 reports the Pearson correlations among the key variables. RET has a significant and positive correlation with 

SIZE and GROWTH (log-transformed growth in sales). RET is negatively correlated with LEVERAGE. Changes in 

Earnings, NI, are positively correlated with RET as in numerous association studies (i.e. Ball and Brown, 1968). 

The number of analysts is positively correlated with SIZE and GROWTH consistent with Bhushan (1989) and Lobo 

et al. (2012). LEVERAGE also has a positive correlation with the number of analyst.  

 
Table 2. Descriptive Data 

Variable Mean S .D 25% Median 75% 

RET -0.07 0.44 -0.31 -0.05 0.2 

SIZE (in millions) 730000 4000000 47000 95000 250000 

LEVERAGE 0.1 0.09 0.03 0.07 0.14 

GROWTH 0.05 0.43 -0.07 0.06 0.18 

FOREIGN 0.07 0.12 0 0.01 0.07 

NI -0.01 0.35 -0.07 0 0.05 

# of ANALYST 1.8 4.21 0 0 1 

Notes: RET is the 12-month compounded monthly return adjusted for expected returns from the market model from April 1 of the fiscal year t  to 

March 31 of the fiscal year t+1. NI is the difference between current NI and prior NI deflated by a firm’s market values of  Apr il  1  a t y ear t ,  
where NI is net income. SIZE is the natural log of total assets (which is log-transformed later in the regression analysis) ,  LEVERAGE is t h e 
natural log of (1+long term liabilit ies/total assets), and GROWTH is the natural log of (1+growth in sales). FOREIGN is t h e n atura l lo g o f  
(1+percentage of a firm’s equity held by foreign investors at year t). # of ANALYST indicates the number of analysts following a firm. 
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Table 3. Pearson Correlations 

 
RET SIZE LEVERAGE GROWTH FOREIGN DNI 

SIZE 
0.0194 

     
-0.031 

     

LEVERAGE 
-0.0615 0.1395 

    
(<0.001) (<0.001) 

    

GROWTH 
0.0955 0.0099 0.0097 

   
(<0.001) -0.27 -0.2799 

   

FOREIGN 
0.0333 0.2882 0.0085 0.0189 

  
(<0.001) (<0.001) -0.3434 -0.0359 

  

NI 
0.0977 0.0028 -0.0403 0.0923 0.0065 

 
(<0.001) -0.756 (<0.001) (<0.001) -0.472 

 

# of ANALYST 
0.0097 0.3971 0.1092 0.0389 0.4934 0.0102 

-0.281 (<0.001) (<0.001) (<0.001) (<0.001) -0.255 
Notes: All variables are previously defined. P-values are reported in parentheses. 

 

Results 

 

Table 4 presents the results of estimating Eq. (1) using a pooled sample over the 2003–2012 period with both a year 

and industry fixed-effects. We winsorize independent variables at the 1 percent and 99 percent levels to mitigate the 

effect of extreme values. To facilitate the comparison with prior literature, we first estimate the returns -earnings 

association model without analyst variables. The coefficient of NI is positive and significant in explaining 

contemporaneous stock returns, suggesting the value relevance of earnings as in prior literature. The coefficients of 

SIZE and GROWTH (LEVERAGE) are positive (negative) and significant. The directions of the  coefficients are 

similar to those in Kim et al. (2012).  

 

Turning to the estimation results of Eq. (1), we find a positive and significant coefficient of the interaction between 

NI and ANALYST, which is a dummy variable indicating analyst coverage. When a firm is followed by analysts, 

the earnings response coefficient dramatically increase from 0.366 to 0.725 (=0.366+0.359). This is consistent with 

H1, suggesting that analyst coverage facilitates investors’ assessment of earnings. A higher earnings multiple also 

indicates that interpretation and dissemination role of analyst is likely to dominate in the Korean capital market over 

information discovery and pre-emption role which are documented in U.S studies (Ayers and Freeman, 2003). The 

coefficients on the interactions between NI and GROWTH, FOREIGN, BIG_CO are not significant. In contrast, 

we find a statistically significant and negative coefficient on the interaction between NI and LEVERAGE. This 

implies that investors place less valuation weight on net income as financial health of a firm decreases, consistent 

with Barth et al. (1998). 

 

Table 5 reports the results of estimating Eq. (2). The coefficients of the interaction betwe en NI and 

ANALYST_NUM and ANALYST_RANK, which ranks firm-years into 7 groups by the number of analysts 

following a firm, are positive and significant. The estimated coefficient translates into increase in the earnings 

response coefficient of 0.592 for the 7th group (a group of firm-years with16 analysts or more) relative to the first 

group (a group of firm years with no analyst following). This supports H2a which states that the association between 

earnings and stock returns is increasing in the number of analysts following a firm. As in Table 4, the coefficients on 

other interaction terms except for NI*LEVERAGE are not significant.  

 

The test of H2b is based on firm-year observations with two or more analysts because the standard errors of 

analysts’ forecasts cannot be defined for observations with zero or one analyst. Table 6 reports the results of 

estimating Eq. (3). The explanatory power (adjusted R2) dramatically increases to about 32% from 9% in the 

previous results. This high explanatory power sugges ts that a few of accounting numbers explain return variability 

of large and profitable firms with analyst following. As predicted, the coefficients on both of interaction terms of 

interest (NI*FORECAST_STD and NI*FORECAST_STD_RANK) are negative and significant for the sample of 

firm-years with two or more analysts. This implies that the quality of analyst coverage affect the market investors’ 

valuation of earnings. In other words, investors decrease in the earnings response coefficient of 0.576 for the 4t h 

quartile group (lowest quality analysts) relative to the first quartile (highest quality analysts). In addition, the 
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coefficient on the interaction between NI and BIG_CO is negative and significant, indicating that a larger firms 

that have a better information environment have a lower ERC. This is consistent with the finding in Collins and 

Kothari (1989). Overall, these results relating to H2 suggest that the beneficial effect of analyst following on 

investors’ valuation of earnings arises through the quality and quantity of analysts’ information. 

 
Table 4. The Effect of Analyst Following on Investors’ Assessment of Earnings 

Dep. Var=RET Benchmark Model Eq. (1) 
 

Variables Estimate T-Stat Estimate T-Stat 

Year  Intercept Included 
 

Included 
 

Industry Intercept Included 
 

Included 
 

SIZE 0.025 7.19*** 0.021 4.39*** 

LEVERAGE -0.359 -8.71*** -0.379 -9.10***  

GROWTH 0.055 6.10*** 0.051 5.47*** 

FOREIGN -0.145 -0.38 0.005 0.14 

BIG_CO 
  

0.033 2.84*** 

ANALYST 
  

-0.029 -3.14*** 

NI 0.317 17.82*** 0.366 12.85*** 

NI*LEVERAGE 
  

-0.655 -4.05*** 

NI*GROWTH 
  

0 -0.01 

NI*FOREIGN 
  

0.143 0.68 

NI*BIG_CO 
  

-0.036 -0.94 

NI*ANALYST 
  

0.359 6.61*** 

No. Obs. 12,296 
  

12,296 

Adj.  R-Square 0.087 
  

0.093 

Notes: ***, **, and * represent 1%, 5% and 10% significance, respectively. The models are estimated using o rdin ary  least squares (OL S) .  
ANALYST equals one for a firm-year with analyst coverage. All other variables are previously defined. All independent variables are winsorized 
at the 1 percent and 99 percent levels. 

 

 
Table 5. The Effect of the Number of Analysts’ Forecasts on Investors’ Assessment of Earnings 

Dep. Var=RET Eq. (2) 
   

Variables Estimate T-Stat Estimate T-Stat 

Year  Intercept Included 
 

Included 
 

Industry Intercept Included 
 

Included 
 

SIZE 0.025  4.79*** 0.027  5.13*** 

LEVERAGE -0.378 -9.08*** -0.381 -9.17*** 

GROWTH 0.054  5.82*** 0.053 5.75*** 

FOREIGN 0.026 0.67 0.029 0.74 

BIG_CO 0.026 2.22** 0.029 2.49** 

ANALYST_NUM  -0.004 -3.43*** 
  

ANALYST_RANK 
  

-0.013  -4.35*** 

NI 0.38 13.29*** 0.38 13.34*** 

NI*BIG_CO 0.015 0.95 -0.014 -0.37 

NI*LEVERAGE -0.705 -4.35 -0.685 -4.36*** 

NI*GROWTH 0.005 0.15 0.001 0.04 

NI*FOREIGN 0.192 0.21 0.108 0.51 

NI*ANALYST_NUM  0.022 2.81*** 
  

NI*ANALYST_RANK 
  

0.085 4.70*** 

No. Obs. 12,296 
  

12,296 

Adj.  R-Square 0.09 
  

0.092 
Notes: ***, **, and * represent 1%, 5% and 10% significance, respectively. ANALYST_NUM is a number of analysts following a firm  dur i n g 

year t. ANALYST_RANK is 0 for firm-years with no analyst following, 1 for firm-years with one analyst, 2 for firm-years with two analysts,  3  
for firm-years with 3 or 4 analysts, 4 for firms with analyst greater than 4 and less than or equal to 9, 5 for firms with analysts greater than 9  an d 
less than 16, and 6 for firms with 16 analysts or more. 
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Table 6. The Effect of the Dispersion of Analysts’ Forecasts on Investors’ Assessment of Earnings 

Dep. Var=RET Eq. (3) 
   

Variables: Estimate T-Stat Estimate T-Stat 

Year  Intercept Included 
 

Included 
 

Industry Intercept Included 
 

Included 
 

SIZE 0.009 1.21 0.017  2.21** 

LEVERAGE -0.104 -1.42*** -0.388 -9.34*** 

GROWTH 0.04  1.83* 0.053 5.75*** 

FOREIGN 0.062 1.17 0.025 0.64 

BIG_CO 0.059 2.63*** 0.052 2.39** 

FORECAST_STD -2.446 -11.06*** 
  

FORECAST_STD_RANK 
 

 -0.069  -11.15*** 

NI 1.335 10.86*** 1.793 8.58 

NI*BIG_CO -0.426 -2.89*** -0.384 -2.56*** 

NI*LEVERAGE -1.5 -2.99*** -1.965 -3.96*** 

NI*GROWTH 0.07 0.48 0.033 0.22 

NI*FOREIGN 0.724 0.502 0.738 1.47 

NI*FORECAST_STD -1.883 -2.19** 
  

NI*FORECAST_STD_RANK  
 

-0.144 2.50*** 

No. Obs. 2,651 
  

2,651 

Adj.  R-Square 0.319 
  

0.319 

Notes: ***, **, and * represent 1%, 5% and 10% significance, respectively. FORECAST_STD is the standard deviation of analy sts’ earnin gs 
forecasts made three months before December 31 of year t, divided by the t year-ending stock price. FORECAST_STD_RANK is the quartile o f  
the FORECAST_STD. 

 

Sensitivities and Limitations of Results  

 

The reported results in this paper are robust to the choice of abnormal returns - raw returns or size-adjusted returns. 

The variance inflation factors for all variables (except for industry dummies) are less than 3, suggesting that the 

estimated coefficients are not significantly influenced by the multicollinearity. However, we cannot rule out the 

possibility that the statistical significance relating to some of tests may be due to omitted correlated variables 

(particularly, institutional holdings). Prior literature finds that analyst following and institutional holdings are closely 

associated (O’Brien and Bhushan, 1990). Institutional investors are presumed be sophisticated and are more likely to 

utilize earnings information in their investment decision. This makes stock returns impound more information about 

earnings. Unfortunately, information about domestic institutional holdings is no longer publicly available since 2002 

and thus cannot be included as a control. Therefore, we acknowledge a possible alternative explanation while the 

results based on a sample of firm years only with analyst following (H2a-the effect of analyst information quality on 

investors’ assessment of earnings) are less likely to be influenced by institutional holdings.   

 

CONCLUDING REMARKS 

 

This study aims for a better understanding of the role of analysts in the Korean capital market. We hypothesize that 

analyst following increase investors’ valuation of earnings because of analysts’ roles as both the information 

intermediaries and the external monitors. Consistent with our hypothesis, we find that analyst coverage is positively 

correlated with investors’ valuation of earnings in the returns -earnings framework. The intensity of this relation 

varies predictably with the quantity of and quality  of analysts’ information, which are proxied by the number of 

analysts and the standard errors of analysts’ forecasts, respectively. 

 

While there is a large literature on the effect of analysts following in the Korean capital market, little, if any, 

empirical work has been conducted so far in the interaction between investors’ use of accounting information and 

the role of analysts. Thus, our evidence on the beneficial effect of analyst following on market investors’ assessment 

of earnings contribute to the literature on the effects of financial analysts on the emerging stock markets and on the 

determinants of earnings response coefficients. 
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