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Abstract - The present study investigates the effect of ownership structure and audit quality on earnings forecast optimism 
in IPO prospectuses, issued in an emerging market over a period of seventeen years.  We argue that the degree of inside 
ownership and auditor reputation will have a positive effect on the credibility of forecasts issued in the IPO prospectuses. 
The results, reported in the study, suggest that the quality of the auditors and proportion of private ownership play a 
significant role in mitigating forecast optimism. 
 
 
I. INTRODUCTION 
 
The present study investigates the impact of audit 
quality and ownership structure on the optimistic bias 
in earnings forecasts, using IPO data from 
Bangladesh.  Two forms of ownership structure are 
used – proportion of private ownership and 
proportion of foreign ownership.  The results reported 
in the present study indicate that audit quality and 
foreign ownership (albeit in limited instances) are 
negatively associated with optimistic forecasts while 
the proportion of shares issued to the general public 
(private ownership) is positively associated with it. 
The findings of this study should be very useful to 
investors in IPO firms and to securities market 
regulators in Bangladesh as well as other developing 
markets going through similar phases of development 
of respective markets and institutions. 
The remainder of this paper is organized as follows - 
in Section 2, we explain why we study forecast 
optimism rather than forecast error, Section 3 
delineates the methodology and data, Section 4 
contains analysis of the results and Section 5 provides 
a summary of the findings and the conclusions. 
 
II. FORECAST ACCURACY VERSUS 
FORECAST OPTIMISM 
 
The present study does not consider forecast error as 
sign neutral because we believe the incentives behind 
the two types of forecast “errors”, optimistic versus 
conservative, are asymmetric. Market reactions to 
these two types of errors are also asymmetric in that 
markets do not tend to penalize firms for beating 
forecasts while markets appear to penalize heavily if 
actual results fail to meet forecasts (Beaver, 1968 and 
Bartov et al., 2002).  The thrust of the present study 
therefore is to put forecast error in perspective and  
 
 

 
consider errors from their respective signs.  Once 
signs are imposed, a positive forecast error (forecast – 
actual when forecast>actual) is considered a sign of 
an optimistic forecast while a negative forecast error 
(forecast – actual when forecast<actual) is considered 
a sign of a conservative forecast.   
 
III. METHODOLOGY AND DATA 
 
3.1 The Model and Hypotheses 
A multivariate model is used in the present study to 
explain the degree of optimistic bias in IPO earnings 
forecasts in our sample is as follows: 
 

 
 
H1: The degree of forecast optimism (EFO) is 
expected to be lower in IPOs audited by highly 
reputed auditors (AUDITREP) and vice-versa. 
H2: The degree of forecast optimism (EFO) is lower 
(higher) in IPOs issued by firms with higher (lower) 
proportion of foreign investor shareholding 
(FRGNSHLD). 
H3: The degree of forecast optimism is higher (lower) 
in IPOs issued by firms with higher (lower) 
proportion of private shareholding (PVTSHLD). 
 
3.2 Variables 
Earnings forecasts optimism (EFO): calculated as 
follows: 

 
 
Auditor Reputation (AUDITREP): denotes auditor’s 
reputation.  Both the audit firm size and its 
international link, if any, are used to categorize audit 
firms in terms of reputation.  It is a dummy variable, 
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coded 1, if the audit firm is ‘reputed’ and 0, 
otherwise. 
Foreign Shareholding (FRGNSHLD) 
measured as the ratio of foreign sponsor shareholding 
to post-IPO total capital. 
 
Private/Insider Shareholding (PVTSHLD) 
measured as percentage of the IPO amount issued to 
private investors. 
 
Issue Timing (BOOMTIME) 
A dummy variable, coded 1 if the issue was offered 
during the boom period (July 1, 1996 to October 30, 
1996) and 0 otherwise. 
 
Issuer Size (LOGCAPTOTAL) 
The log of post-issue paid up capital of the firm is 
used to proxy issuer size. 
 
Underwriter Prestige (PRESTIGE) 
A dummy variable, coded 1 if the issue was 
underwritten by the Investment Corporation of 
Bangladesh and 0 otherwise. 
 
Green Field Issues (GRNFELD) 
A dummy variable, coded 1 if the issuing firm has no 
operating history prior to going public and 0 
otherwise. 
 
Forecast Horizon (HORIZON)   
The length of the forecasts, measured by the number 
of years for which forecasts were made. 
Operating History (OPHIST): Operating history is 
calculated as the number of years between the year a 

company starts commercial operations and the year it 
goes public. 
 
Leverage (LEVERAGE) 
The ratio of debt (both current and non-current) to 
equity.  
 
3.3 Data and Sample 
The IPO prospectuses, between January 1990 and 
December 2006, were collected from the stock 
exchanges.  The annual reports of the same 
companies, for a period of up to 5 years after listing, 
were collected from the Securities Exchange 
Commission, Bangladesh. These prospectuses and the 
corresponding annual reports formed the main source 
of data for the study.  The sample selection process 
yielded 75 prospectuses to be included in the present 
study. 
 
IV.ANALYSIS OF DATA 
 
Descriptive statistics presented in Table 1 shows an 
average overestimation of earnings by nearly 66 
percent over the 5-year period.  The median earnings 
forecast optimism was 75.96 percent. A ranking of  
earnings forecast optimism shows that only 30 of the 
303 firm-years show conservative forecasts (actual 
earnings greater than forecast earnings) against a 
huge, 273 firm-years, making optimistic forecasts 
(actual earnings less than forecast earnings).  A year-
by-year comparison of earnings forecast optimism 
shows that the degree of optimism increases steadily 
from 47.99% in the first year to 79.01% in the fourth 
year until dropping to 73.92% in the fifth year.

 

 
Table 1 Descriptive Statistics 

 
Table 2 reports the regression results of the earnings forecast optimism model developed in the paper.  The table 
summarizes results of a series of year-wise regressions for forecast years 1 through 5 before providing a 
summary of an unbalanced pooled regression upon combining all 5 year observations in one regression. 
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Table 2 Earnings Forecast Optimism Regressions 
 
Auditor reputation and the proportion of shares issued 
to private investors appear to have significant effects 
on the level of EFO in each of the five yearly 
regressions and the pooled regression with the 
expected sign.  The results provide overwhelming 
evidence of the positive contribution of large and 
internationally affiliated auditors in improving 
forecast quality (in reducing ambitious forecasts).  At 
the same time, the proportion of equity offered to 
private shareholders (PVTSHLD) also appears to 
have significant bearing on the level of optimism in 
management earnings forecasts (p<0.01).  The sign of 
the beta co-efficient is positive, which suggests that 
the higher the proportion of private shareholding the 
higher the forecast optimism and vice-versa.  
The above results show that firms who employ 
reputed auditor during IPOs are likely to issue less 
optimistically biased forecasts.  At the same time, the 
results show that firms with higher ownership 
retention and higher foreign ownership are less likely 
to issue ambitious forecasts and vice-versa. 
 
SUMMARY AND CONCLUSION 
 
In this study, we examine the effect of auditor 
reputation and ownership structure on upward 
forecast bias (forecast optimism) in IPO prospectuses 
issued in Bangladesh over a period of 17 years. The 
study reveals that the average earnings forecast 
optimism is 66.16 percent.  In more than 90 percent 
of the cases, issuers failed to meet earnings forecasts 
issued in the prospectuses concerned.  We find that 
issuers who offered higher proportions of shares to 
private investors, i.e., retained lower proportions of 
ownership, tend to produce significantly optimistic 
forecasts than their counterparts. 
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