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Study Suggests Bias in Analvsts' Rosv Forecasts
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Despite an economy teetering on the brink of a recession -- if not already i one --
analysts are stll painting a rosy picture of earnings growth, according to a study done
by Penn State's Smeal College of Business.

The report questions analysts' impartiality five vears after then-MNew York Attorney
General Eliot Spitzer forced analysts to pay $1.5 billion in damages after finding
evidence of bias,

"Wall Street analysts basically do two things: recomimend stocks to buy and forecast
earnings,” said I Eandall Weoolndge, professor of finance. "Prewious studies suggest
theit stock recommendations do not perform well, and now we show that their long-
term eartungs-per-share growth-rate forecasts are excessive and upwardly biased.”

The report, which exarnined analysts' long-term (three to five years) and one-vear pet-
share earnings expectations from 1954 through 2006 found that compatues' long-term
earnings growth surpassed analysts' expectations in only two mstances, and those came
right after recessions.

Cwer the entire time penod, analysts' long-term forecast earnings-per-share growth
averaged 1474, compared with actual growth of 9 1%, One-year per-share earnings
expectations were shghtly more accurate: The average forecast was for 13 5% growth
and the average actual growth rate was 2 8%

"4 significant factor i the upward bias in long-term earmings-rate forecasts 1s the
reluctance of analysts to forecast” profit declines, Iy, Wooltidge said. The study found
that neatly one-third of all companies expenenced profit drops over successive three-
to-five-year periods, but analysts projected drops less than 1% of the time.

The study's authors said, "Analysts are rewarded for biased forecasts by thew
employers, who want them to hype stocks so that the brokerage house can garner

trading cotntrissions and win underwriting deals."

They also concluded that analysts are under pressure to hype stocks to generate
trading cotmtmssions, and they often don't follow stocks they don't like.
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