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ABSTRACT

There is compelling empirical evidence to suggest that good news about corporate performance comes
out early but bad news comes out late. Regardless of the underlying reason for such differential timing,
existence of such systematic behavior leads to three related questions that we seek to answer in this
paper. First, would the existence of this differential timing fundamentally alter the information
environment surrounding the main event (earnings announcement) in a way that the forecasts of
earnings under a good-news and a bad-news environment would be associated with different levels of
uncertainty exhibited by different forecast variances? Second, if earnings forecasts do have different
variances under good-news and bad news environment, can these variances be exploited to construct an
improved consensus earnings forecast? Finally, can we make ex-ante arbitrage profit based on portfolios
constructed on variance of analysts’ forecasts?

In this paper we examine the above questions by analyzing the properties of the analysts’ forecast
variances under alternative definitions of good-news and bad-news environments. Specifically, we
examine (a) if the variance of analysts’ forecasts of earnings in the good-news environments are
significantly lower than those in the bad-news environments, (b) if the reduction of variance over time
occurs more quickly under a good-news environment, perhaps indicating a early consensus building and,
(c) if the variance (of forecasts) can be used to predict the good-news or the bad-news about earnings ex-
ante with a better accuracy than mean alone, and (d) if we can earn abnormal returns based on portfolios
constructed in the beginning of the year as well as in the beginning of the quarter (PEAP).

Our empirical results show that the variance of analysts’ forecasts is smaller when the expected or the
actual news about earnings is good (relative to when it is bad). There is also some evidence on an
earlier consensus building, measured by reduction in variance over time, amongst the analysts in the
good-news environment. We also find some evidence that prediction of earnings can be improved by
incorporating variance of analysts forecast along with the mean forecasts, especially in the bad news
environment. Our analysis indicates that the variance of analysts’ forecasts can be used in predicting
earnings more accurately. Finally, we show that a trading strategy based on the variance of the analysts’
forecasts provide positive abnormal returns.

The finding that variance helps improve the market expectation of earnings above and beyond what is
conveyed in the mean is an important finding. It has significant implications for market-based
accounting research that requires a proxy for market expectation of earnings because most of the studies
have simply used mean of all analysts’ forecasts in their research. Additional research is needed to
understand the implications of our findings.
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