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Mispricing and Biased Expectation
• Stock market anomalies relate mispricing to investor behavioral biases. 
• E.g. expectation error – investors over-extrapolate past earnings and 

mis-value firms
• La Porta (1996) – Analysts’ expectations of long-term earnings growth

(LTG) predicts future stock returns 
• Bordalo, Gennaioli, La Porta and Shleifer (BGLS) (2019)

• Analysts and investors overreact to high past earnings growth 
(“kernel of truth” property) 

• have diagnostic expectations (after good news, overinflate 
expectations of the tail due to representative expectations) 

• In the data, high LTG stocks 
• Have high past growth which slows down. 
• High past returns and low future long-term returns 



Stock Mispricing and Managerial Distortion

• “Demand-based” vs “supply-based” explanation for mispricing
• Managers engage in earnings distortion to boost stock prices (both high and 

low LTG firms)
• Bergstresser and Phillipon (2006)
• Chen, Cohen and Lou (2016) 

• No persistent long-term earnings growth 
• Chan, Karceski and Lakonishok (2003) 
• Boost in prices for high LTG will revert in the long run 
• Boost in prices for low LTG doesn’t have the same effect 

• Prediction1: High LTG firms with manipulated earnings have low future 
returns



Implications for Long-term earnings predictability 

• Prediction2: High LTG firms may not have bigger forecast errors
• Expectation Error : extrapolation leads to bigger forecast error; forecast 

dispersion
• Managerial Distortion : unclear
• Separating analysts from investors
• Unrelated to earnings forecastability if analysts do’not fall for it



Setting
• All US common stocks in CRSP : 1982-2019 
• Two groups of firms 
• Single-segment firms & Conglomerates : operate in > 1 segment
• Easier to distort earnings
• Smaller earnings volatility



Stock Return Predictability and Earnings Growth

• BGLS (2019): Deciles sorted on LTG
• Sample Period: 1982 to 2019



Returns Predictability: Conglomerates vs Single-segment firms

• Annual return on High minus Low LTG decile:
• Single segments = -2% (t=0.42) 
• Conglomerate = -10% (t=3.62)  



Constructing Pseudo-Conglomerates
• Cohen and Lou (2012)

1. For each conglomerate, we construct a matched pseudo-conglomerate as the 
segment-sales weighted average of the industry portfolios which are compiled 
from single segment firms.

2. Unconditionally, returns on conglomerates and pseudo-conglomerates are 
similar 



Earning Growth and Returns: Conglomerates vs Pseudo 

Annual alpha = -8.7%
Robust: Calender-time portfolio vs Annual FM Regressions; Sub-periods



Managerial Distortion

• Conglomerates provide a setting where managers have the ability to distort 
earnings across segments
• Relative to pseudo-conglomerates 
• leading to higher current prices and low long-term returns

• Evidence of distortion of cash flows across segments in conglomerates  
• Harbaugh, Maxwell and Shue (2017) 
• Chen, Cohen and Lou (2016) 



Measuring Managerial Distortion
• First measure of distortion in conglomerates follows Harbaugh, Maxwell, and Shue

(2017).
• Intuition: News is more convincing when it is more consistent.
• Managers will re-allocate costs across segments to achieve

a. more consistent earnings across segments when the firm is doing well 
b. less consistent earnings across segments when firm is doing badly.



Alternative Measures of Managerial Distortions (CCL)  
Distortion based on industry window dressing by conglomerates
• Chen, Cohen, and Lou (2016)

• At the margin, managers of conglomerates manipulate sales across segments 
so that their primary industry (biggest % of sales) is most favorable (has 
higher industry valuations) 



Risk-Adjusted Returns: Conglomerates and Distortion (HMS)
• Conglomerates sorted by LTG and Distortion.

annualised alpha (FF5+MOM) of -8.1%
Underperformance of High LTG Conglomerates comes from Conglomerates with 
Distortion.



annualised alpha (FF5+MOM) of -9.6%

Risk-Adjusted Returns: Conglomerates and Distortion (CCL)
• Conglomerates sorted by LTG and Distortion Based Sales Management (Chen, Cohen 

and Lou (2016).



Managerial Incentives 
Incentive to distort cash flows for short-term price gains
• Bergstresser and Philippon (2006) – cash flow manipulation is more 

pronounced when CEO total compensation is tied to value of stock 
• sensitivity of CEO compensation to stock prices 
• Core and Guay (2002); Coles, Daniel, and Naveen (2006) 

• Delta = sensitivity of CEO wealth to stock prices 
• Vega =  sensitivity of CEO wealth to stock return volatility



Alternative Measure of Distortion: Delta & Vega
Conglomerates sorted by LTG and Incentive to Manipulate –Coles, Daniel, and Naveen 
(2006) ). Delta & Vega.

annualised alpha 
= -9.9%

annualised alpha = 
-10.7%



Limits of Arbitrage 

• Low returns on high growth conglomerates with distortion is 
stronger when shorting is risky 

• Short-selling cost = actual/expected stock borrowing costs
• Drechsler and Drechsler (2014) and Atmaz and Basak (2019)

annualised 
alpha 
= -11.0%

annualised alpha 
= -8.3%



Separating Channels: Long-Term Earnings Predictability 
• Expectation Error: bigger forecast errors
• Managerial distortion: no change in earnings predictability if analysts 
don’t fall for it.



Relative AFE/FD Across Horizons: Conglomerates vs Pseudo 

• Conglomerates have smaller AFE and FD relative to Pseudo, especially in the 
long-term



Earnings Predictability and Forecast Revisions
• Coibion and Gorodnichenko (2015) regressions 

• !"#$,&'(
!"#$,&

)
( − +,-.,/ = 1 + 3456789:.,/ + 3; +,-.,/ − +,-.,/<4 + 3=56789:.,/ ∗

+,-.,/ − +,-.,/<4 + ?@ABC,/ + D.,/,
• Negative 3; indicates overreaction in forecast revision.

• 3= > 0 suggests smaller overreaction for conglomerates 
• Conglomerates (incl. high growth) have less biased earnings forecasts



Earnings Predictability: Managerial Distortion

• Managerial distortion does not 
affect analysts earnings forecasts.



Evidence from SFAS 131: DiD Analysis 
• Implemented in 1997, SFAS 131 improves the transparency of capital 

allocations across segments (e.g.Berger and Hann (2003), Ettredge, Kwon, 
Smith, and Zarowin (2005), Cho (2015)). 

• Cho (2015) : Using 10-K filings from EDGAR, a firm is defined as a 
forced adopter of SFAS 131 if 
1. its segments reported under SFAS 14 are different from those restated 

under SFAS 131 and 
2. the restated segments under SFAS 131 reveal additional operations in 

industries that were not disclosed under SFAS 14.
• Main Finding: 
• Conglomerates that were forced adopters and distorted earnings exhibit 

lower earnings forecast error and forecast dispersion in post-SFAS 131. 



SFAS 131: Dynamic Effects and Parallel Trends

no discernible pre-trends

AFE FD

Treated Firms: Conglomerates that are forced adopters and distort earnings ex-ante
Control Firms: Conglomerates that are forced adopters but did not distort earnings 



Mutual Funds’ Reaction to Manipulation

ØMutual funds 
increase holdings on 
High-LTG 
conglomerates with 
manipulation

Dependent Variable: ΔMF Ownership  ΔActive MF Ownership 

Sample: All Firms Conglomerate
s 

All Firms Conglomerat
es 

 (1) (2) (3) (4) 
ΔHighLTG*Conglomerate  1.11***             1.10***            

       (0.153)             (0.148)             
ΔHighLTG * 
Manipulation            5.68***             5.56***  
                   (0.380)             (0.377)   
ΔHighLTG  0.031     0.032     0.045     0.056    
     (0.063)   (0.107)   (0.061)   (0.103)   
Manipulation            0.024               0.021    

                  (0.023)             (0.021)   
Conglomerate -0.022***           -0.022***           
 (0.006)             (0.006)             
Stock Return  0.131**   0.308***  0.120**   0.315*** 

 (0.046)   (0.089)   (0.043)   (0.091)   
Size  0.012     0.006     0.019     0.025    
 (0.026)   (0.046)   (0.022)   (0.043)   
BM -0.030     0.004    -0.026     0.011    

 (0.018)   (0.022)   (0.017)   (0.018)   
Firm Fixed effects Yes Yes Yes Yes 
Year Quarter Fixed effects Yes Yes Yes Yes 
Clustering by Firm&Time Yes Yes Yes Yes 
Observations 251,157 53,566 251,157 53,566 
Adjusted R2 0.104 0.130 0.084 0.106 
 



Mutual Fund Performance and Distortion
• Fund’s active investment weight in high LTG conglomerates with distortion = HGCD; 

Sorts funds by exposure to HGCD

High Minus
Low

-0.126 -0.06 -0.09 -0.103* -0.058
(-1.464) (-1.129) (-1.591) (-1.66) (-1.311)

• Sorting Funds by exposure to High Growth Conglomerates without 
distortion 



Conclusion
• We study the link between long-term forecasts of earnings growth and future 

stock returns.
Ø Strong negative returns for conglomerates with high LTG and managerial 

distortion 
• Not explained purely by investor extrapolation of earnings 
• Analysts forecasts are more accurate, improve with SFAS 131 disclosures 
• Smaller forecast dispersions 
• Forecast revisions reflect less overconfidence in forecasts

• Mutual funds load more on high LTG conglomerates with managerial 
distortion.

• Managerial distortion and earnings growth have a joint effect on asset prices



Thank you



Forecast Revisions & High-Growth Conglomerate Returns 

• Lower returns predicted for conglomerates with high-growth and 
distortion when analysts revise forecasts downwards (less 
optimistic) 

• Do analyst forecast revisions contain information about mispricing? 



Sentiment & High-Growth Conglomerate Returns

• High-growth conglomerates with managerial distortion yield low stock returns 
when change investor sentiment is positive

• Investor sentiment drives mispricing  more than analysts optimistic forecast 
revisions 

• Investor sentiment = event sentiment score from Ravenpack
(negative or positive)  



Measuring Managerial Distortion (HMS)

• Consider segment i of firm j in year t, scaled segment earnings !",$,% =
'()*'+,,,-./0'%+,,,-

(''*%'+,,,-
.

• Consistency means smaller standard deviation of segment news: 123$,% = log(123(!",$,%)).
• Use industry level data to predict earnings consistency in the absence of cost allocation distortions

• the ratio of average costs to average sales of all standalones in the same industry 9:,% =
/0'%',,-
'()*',,-

; 
the predicted segment earning is

• m j,t is defined as firm with Distortion if
• ;<=>$,% > ;<=>$,%@:Aand 123$,% < C123$,% (good state + consistent) or 
• ;<=>$,% < ;<=>$,%@:Aand 123$,% > C123$,% (bad state + inconsistent) 



Earnings Predictability: Conglomerates vs Pseudo 
• Absolute forecast error (AFE) and forecast dispersion (FD)

• Conglomerates have lower  
forecast error and forecast 
dispersion – more 
predictable 

• Holds across forecast 
horizon (esp. long-term) 
and growth groups 



Earnings Predictability: Conglomerates vs Pseudo 



Evidence from SFAS 131: Average Treatment Effects

After SFAS 131, AFE 
and FD decreased by 
72% and 52% (relative 
to the ex-ante sample 
mean).



Mutual Funds’ Reaction to Manipulation

Ø!"#,% =
'()*+,-./*0,1+#,% + '3 !4,5ℎ789#,% + ':!4,5ℎ789#,% ∗
)*+,-./*0,1+#,% + γ =1+0>1/#,% + ?,>@# + AB*>C.*>0B>% + D#,%

• !"#,% = change in mutual fund ownership (%) over quarter t (raw or active)
• ΔHighLTG = 1 if stock moves to high growth
• Manipulation = 1 if the conglomerate engages in manipulation 
ØDo mutual funds change their holdings on High-growth conglomerates with 

managerial distortion ? 



FM Regressions: (Contemporaneous Returns)
Dependent Variable: Current 1-Year Alpha 

Sample Selection All Firms Conglomerates 
 (1) (2) 

ΔHighLTG*Conglomerate  0.137***            
       (0.042)              

ΔHighLTG*Manipulation             0.174**  
                    (0.081)   
ΔHighLTG  0.020***  0.054    
     (0.006)   (0.038)   
Manipulation            -0.023*   

                   (0.014)   
Conglomerate -0.020***            
 (0.007)              
Lag Stock Return  0.009**   0.081*** 

 (0.004)   (0.023)   
Size -0.080*** -0.187*** 
 (0.011)   (0.022)   
BM -0.168*** -0.321*** 

 (0.011)   (0.030)   
Firm Fixed effects Yes Yes 
Year Quarter Fixed effects Yes Yes 
Clustering by Firm and Year Quarter Yes Yes 
Observations 33,553 6,778 
Adjusted R2 0.131 0.299 

 



Fama-Macbeth Regressions (Conglomerates)
Dependent Variable One-year Alpha Two-year Alpha 

  (1) (2)  (3) (4)  

High Growth -0.063*** 0.001  -0.098** 0.001  

 (0.021) (0.022)  (0.038) (0.063)  

Distortion  -0.012   -0.012  

  (0.013)   (0.022)  

High Growth* 
Distortion 

 -0.072*   -0.150**  

  (0.041)   (0.073)  

Size  -0.022** -
0.022** 

 -0.045** -0.049**  

 (0.011) (0.010)  (0.018) (0.019)  

Firm Age 0.000 0.000  0.000 0.000  

 (0.000) (0.000)  (0.001) (0.001)  

Analyst Coverage 0.003 0.003  0.006* 0.007**  

 (0.002) (0.002)  (0.003) (0.003)  

BM 0.006 0.003  0.009 -0.000  

 (0.014) (0.015)  (0.025) (0.028)  

Constant 0.122 0.108  0.252** 0.266**  

 (0.075) (0.067)  (0.109) (0.114)  

       

Observations 11,761 7,243  11,180 6,988  

R-squared 0.037 0.069  0.043 0.079  

F 3.210 1.658  3.395 2.313  

 



Fama-Macbeth Regressions for Return Predictability 


