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Availability of earnings forecasts in the managerial labor market
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This study empirically analyzed whether earnings forecasts reflect
managerial ability and whether earnings forecasts are used in the managerial labor market. Using the
Managerial Ability Score (MA Score) devised by Demerjian et al. (2012) as a measure of managerial
ability, we found that companies with higher MA Scores release more accurate earnings forecasts and
that managers of companies with more accurate earnings forecasts are less likely to be replaced.

These findings suggest that earnings forecasts reflect managerial ability and are used by the
managerial labor market.
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(Sales)
max, 0 (v1CoGS +v,SG&A + v3PPE + v4OpsLease + vsR&D + vgGoodwill + v;OtherIntan)’ M
Sales Net sales for year t.
CoGS Costs of goods sold for year t.
SG&A Selling, general, and administrative expenses for year t.
PPE Net plant, property, and equipment at the beginning of year t.
OpsLease Net operating lease assets at the beginning of year t (Kusano et al. 2015).
R&D Net research and development capital assets at the beginning of year t (Lev and
Sougiannis 1996).
Goodwill Goodwill (B/S item) at the beginning of year t.
Otherlntan Other intangible assets (intangible assets minus goodwill) at the beginning of year

t.
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FirmEfficiecy; = a.+ Biln(Total Assets;) + oMarket Share; + B3 FCF_D; + Baln(Age;)
+ BsBusiness Segment Concentration; + BsForeign Currency D;+ Year; + i, (2)

FirmEfficiecy Firm Efficiency Score obtained from DEA

In(Total Assets) Natural log of total assets at the end of year t.

Market Share The percentage of sales earned by the firm within its industry in year t.

FCF D A dummy variable that takes one if the firm has a non-negative value of free cash
flow in year t, and zero otherwise. Free cash flow is defined as earnings before
depreciation and amortization minus the change in working capital (account
receivables and inventories and the other current assets minus account payables
and other current liabilities) and capital expenditures.

In(Age) Natural log of the number of years the firm has been established.

Business The sum of the squares of sales from each business segment as a percentage of
Segment total sales in year ¢. If the firm does not report segment information, it is assigned
Concentration a concentration of one (Demerjian et al. 2012).

Foreign A dummy variable that takes one if the firm reports a nonzero value for foreign
Currency D currency adjustments at the end of year t, and zero otherwise.
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MF;, = o+ BiManagerial Ability; ;- + Controls + Firm + Year + ¢, 3)
MF;, = {Initial Forecast Error;;,, Num. Forecast Revisions;,, Magnitude Forecast Rev.;,, Improve;}

Initial Forecast The absolute value of forecast error based on the initial forecast, multiplied by

Error 100 (i.e. 100*|actual earnings — initial management earnings forecast|/lagged
market value of equity), where earnings are defined as net income.

Num. Forecast The number of management earnings forecast revised for the earnings in year ¢.

Revisions

Magnitude The absolute value of the management forecast revisions, multiplied by 100 (i.e.

Forecast Rev. 100*|last management earnings forecast — initial management earnings



forecast|/lagged market value of equity), where earnings are defined as net
income.

Improve The value of forecast improvement through earnings management, defined as the
differences between forecast errors based on pre-managed earnings and actual
reported earnings (i.e. 100*(Jactual earnings — discretionary accruals — last
management earnings forecast| — |actual earnings — last management earnings
forecast|)/lagged market value of equity). Discretionary accruals are based on
Kothari et al. (2005).

Managerial The decile rank by industry and year of the MA Score based on Demerjian et al.

Ability (2012).
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