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announcements.

The purpose of this study is to examine whether the quality of corporate governance has an impact on target
price accuracy. We explore the relationship between target price accuracy and ownership structure, board
composition, and disclosure using a sample of 17,334 target price observations in the Taiwan Stock Exchange
between 2007 and 2016. We find that strong corporate governance improves target price accuracy. We further
show that firms with better corporate governance experience a stronger market reaction to their target price

1. Introduction

A target price forecast reflects a security analyst's estimate of a
firm's stock price level over the forecast horizon, usually twelve
months. It provides easy-to-interpret and direct investment advice.
When making investment decisions, investors consider target price
forecasts as one of the most important indicators. Brav and Lehavy
(2003) suggest that target prices provide investors with analysts' clear
and precise statements on the magnitude of the company's expected
value. Asquith, Mikhail, and Au (2005) find that analyst reports play an
important role in interpreting information from various sources and
document strong market reactions to analyst reports.

Despite the importance of target price, the literature documents that
forecasted target price is usually optimistically biased; and there is an
unsettled debate on the limited accuracy of target prices. Asquith et al.
(2005) and Bradshaw, Brown, and Huang (2013) find that only around
50% of target prices are achieved within the following twelve months in
the US stock markets. Bonini, Zanetti, Bianchini, and Salvi (2010) find a
target price accuracy of 33.1% in the Italian stock markets. Kerl (2011)
finds an accuracy of 56.5% in the German stock markets.

There are relatively few studies that examine what determines
target price accuracy, compared to the extensive literature on earnings
forecasts (Bradshaw, 2004; Bradshaw et al., 2013). Previous research
examined some of the factors that influence target price accuracy. For
example, factors on analyst forecasting skills include the number of
reports published by the analyst (Bonini et al., 2010), the collective
reputation of analysts (Bonini et al., 2010), and past forecast accuracy
(Bradshaw et al., 2013). The literature also examines factors relating to
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company risks, such as, company size (Bonini et al., 2010; Demirakos,
Strong, & Walker, 2010; Kerl, 2011), and stock price volatility (Kerl,
2011). The above studies neglect the effect of a fundamental determi-
nant of target price accuracy, namely corporate governance.

Corporate governance is the arrangement of checks and balances. It
minimizes and manages the conflicting interests between insiders and
external shareholders and stakeholders. Specifically, corporate gov-
ernance structure affects the accounting disclosure quality, aids users in
assessing the quality of information, and guides analysts to more ac-
curately forecast future performance. The accuracy of the target price
ultimately relies on the quality of the information disclosed by the firm.
If corporate governance can affect information asymmetries and agency
costs, we expect that firms with a good corporate governance me-
chanism have less bias on the target price forecasts because of better
information transparency.

In this study, we aim to fill the gap in the literature by examining
what aspects of corporate governance determine the target price fore-
cast accuracy. Specifically, using a sample of 17,334 target price ob-
servations in the Taiwan Stock Exchange during the period between
2007 and 2016, we explore the relationship between target price ac-
curacy and various measures of corporate governance, such as owner-
ship structure, board composition, and corporate disclosure.

We examine what aspects of corporate governance mechanisms
could potentially reduce the errors of target price forecasts and mitigate
analysts' optimistic behavior. We find firms that have larger board size,
a higher percentage of independent directors and institutional holdings,
a higher percentage of common stocks owned by the CEO, executive
directors, and substantial shareholders experience smaller forecast
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errors. Firms with CEOs not serving as the board chairman and audited
by the big-four auditing firms also have more accurate forecasts. We
further show that these good corporate governance features are asso-
ciated with stronger market reaction to target-price announcements.

Our paper contributes to the literature by providing further evi-
dence of corporate governance's impact on target price accuracy. To the
best of our knowledge, no research has yet attempted to investigate
what aspects of corporate governance are associated with the accuracy
of target price forecasts. In addition, our findings are valuable to in-
vestors, allowing them to improve their capital allocation decisions by
attaching higher weights to target price forecasts issued by firms with
good corporate governance.

The remainder of this research is organized as follows. Section 2
discusses institutional background. Section 3 reviews the literature and
develops hypotheses. Section 4 describes the data and research design.
Section 5 presents the empirical results and Section 6 concludes the

paper.
2. Institutional background

The Taiwan Stock Exchange (TWSE) is the primary equity market in
Taiwan. It is one of the most active exchanges in the Asia-Pacific region.
At the end of 2018, there were 928 companies listed on TWSE with a
total market capitalization of NT$29.32 Trillion (NT$ is New Taiwan
Dollar), and an annual turnover rate of 82.60%,' which is slightly lower
than that in the US.

Taiwan provides a vibrant environment for investigating the issues
related to corporate governance. It has a civil law system that provides
relatively weaker protection of shareholders' rights compared to coun-
tries with common law systems (La Porta, Lopez-de-Silanes, Shleifer, &
Vishny, 2000). Controlling shareholders in many Taiwanese companies
tend to be a family group related through blood or marriage ties (Yeh,
Shu, & YH, 2012). As a result, many board members are family-related.
Under the Taiwan Company Act, public companies in Taiwan must
have at least two supervisors who are elected by shareholders. Unlike
the two-board system in Germany, the board-supervisor system in
Taiwan consists of two parallel organizations. Supervisors in Taiwan do
not need to be shareholders and do not participate in business decision-
making. They are responsible for monitoring directors, may attend the
board meetings, and may investigate the business and financial condi-
tions of the company.?

After 2002, all new IPOs in Taiwan must have at least 2 independent
directors who should account for at least one fifth of the board ac-
cording to the Securities and Exchange Act, Taiwan.” The Act also re-
quires all audit committee members be independent directors and at
least one of whom shall have accounting or financial expertise. This
requirement is the same as that in the U.S., but different from that in the
European Union, where at least one member of the audit committee
shall be independent and shall have competence in accounting and/or
auditing.

3. Literature review and hypotheses development

The target price provides investors an implicit estimate of the ex-
pected stock return over the forecast horizon, which can aid them in
their investment decisions. Target price forecasts are one of the key
elements in equity analysts' research reports. However, compared to the
extensive literature on earnings forecasts and stock recommendations,
there are relatively few studies on target price forecasts.

Previous research examines some of the factors that influence target

! Taiwan Stock Exchange, “Annual Statistical Data”, http://www.twse.com.
tw/en/statistics/index/07.

2 Section 5. Supervisors, Chapter V, The Company Act, Taiwan.

3 Article 14, the Securities and Exchange Act, Taiwan.
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price accuracy. Kerl (2011) finds that target price accuracy is positively
related to the level of detail of each report, company size and the re-
putation of the investment bank in the German stock market. Da and
Schaumburg (2011) conclude the informativeness of target prices
mainly derives from analysts' ability to estimate the relative pricing of
stocks within a specific industry. Bilinski, Lyssimachou, and Walker
(2013) find that analysts with richer forecasting experiences, following
more firms, country-specialized, and employed by a large broker issue
more accurate target prices. Clarkson, Nekrasov, Simon, and Tutticci
(2015) consider how both fundamental and non-fundamental factors
influence an analyst's target price accuracy. They find that analysts not
only use forecasts of firm fundamentals but appeal to the recent high
stock price and market sentiment when determining their target price
forecasts. Bonini et al. (2010) and Bradshaw et al. (2013) document
that analysts have a limited ability to predict prices and argue the lack
of accuracy is possibly due to the fact that target price forecasting is an
unmonitored activity.

The aforementioned studies largely neglect a fundamental de-
terminant of target price accuracy, namely corporate governance.
Corporate governance affects both quantity and quality of information
a company is willing to disclose to financial analysts and the public. In
addition, it affects how analysts interpret information collected, which,
in turn, affects target price forecast accuracy.

According to the Efficient Market Theory, stock prices should fully
incorporate underlying financial information. Both internal and ex-
ternal information are collected in the process when analysts provide
forecasts (Lang, Lins, & Miller, 2004). When the level of asymmetric
information between corporate insiders and outsiders increases, there is
greater uncertainty about a firm, and it becomes difficult for analysts or
investors to value the firm and make forecasts about its target price.
They have to conduct a costly information search to improve their
valuations and forecasts.

An extensive literature has shown that greater information dis-
closure and transparency can reduce information search costs and in-
formation asymmetry, facilitate a firm's ability to issue securities, and
consequently lower its cost of capital and increase the value of a firm
(Coller & Yohn, 1997; Healy, Hutton, & Palepu, 1999; Zambon, 2003).
Diamond and Verrechia (1991) and Zhang (2001) conclude that higher
levels of disclosure reduces the information asymmetry and the cost of
capital. Vander Bauwhede and Willekens (2008) argue that firms with
higher levels of disclosure reduce information asymmetry and agency
costs, thus improve investor confidence in the reported accounting in-
formation.

On the other hand, however, there are costs associated with better
disclosure. The explicit cost is the direct accounting costs of disclosure.
The implicit cost is that disclosure could advantage product-market
rivals by providing them valuable information (Leuz & Wysocki, 2006).
For example, in a study of intellectual capital disclosure, Singh and Van
der Zahn (2008) find a negative influence of proprietary costs faced by
a firm on the positive intellectual capital disclosure-ownership reten-
tion linkage. Singh and Van der Zahn (2007) show that more in-
tellectual capital disclosures may lead to deeper IPO underpricing. This
suggests stock issuers may use intellectual capital disclosures as a
strategic tool to complement underpricing and investors may see more
disclosure as a positive sign of the IPO's future potential and aggres-
sively bid for the shares. Guo, Lev, and Zhou (2004) find biotech firms
that operate in a highly competitive environment are reluctant to dis-
close product-related information. In addition, managers have disin-
centives to make full disclosure because better monitoring and dis-
closure tends to affect managers adversely.

Prior studies show that stronger corporate governance structures
may mitigate the disincentive to information disclosure. Sound corpo-
rate governance can help ensure firm management has the incentive to
make their own profits and also attempt to increase the interests of
investors and firm value (Kanagaretnam, Lobo, & Whalen, 2007). The
appropriate application of the corporate governance mechanisms is a
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basic step to use optimum resources and increase responsibility and
transparency (Jalali, 2008).

In this paper, we are interested in the corporate governance me-
chanisms that influence the quantity and quality of information a
company discloses, which ultimately affects target price forecast ac-
curacy. Particularly, we focus on the board structures and the owner-
ship structure, as well as the transparent disclosure, which is closely
associated with sound corporate governance.

The first important aspect of corporate governance is the board
structure. Bertoni, Meoli, and Vismara (2014) argues that each board of
directors simultaneously performs both value-protection and value-
creation mechanisms. An effective board of directors monitors the be-
havior of managers by ensuring that they operate in the interests of
shareholders. It protects investors from managerial misbehavior. The
board of directors also provides valuable resources to the firm, give
strategic advice, contribute to the firm's reputation, and expand the
firm's network of business contacts (Bertoni et al., 2014). Many studies
explore the association between a board's operations and the quality of
disclosure, providing evidence showing that the more efficient boards
increase the quality and quantity of information announced by firms
and hence reduce information asymmetry. For example, Ajinkya,
Bhojraj, and Sengupta (2005) and Karamanou and Vafeas (2005) find
that firms with more effective boards enhance the quality and the fre-
quency of information released by management. Previous studies have
identified three main board structure characteristics affecting the
monitoring efficiency and quality of disclosure, i.e. independent board
directors, board size, and board leadership structure (Chen, Charles, &
Jaggi, 2000; Ho & Wong, 2001). Independent directors provide advice
to corporate boards on strategic decisions, which may improve the
firm's economic and financial performance. In addition, independent
directors have more incentives to monitor management decisions and
activities. Fama (1980) assumes that outside directors are the ultimate
internal monitor of managerial decision-making, whose task is to pro-
tect the interests of the shareholders. Hermalin and Weisbach (2003)
find that a greater percentage of outside directors are likely to sub-
stitute for an ineffective manager. Dechow, Sloan, and Sweeney (1996)
and Beasley (1996) find that there is a negative relationship between
outside directors and a likelihood of financial fraud. Peasnell, Pope, and
Young (2000) and Klein (2002) revealed that a more independent board
mitigates earnings management. Eng and Mak (2003) and Chen and
Chen et al. (2000) document a positive relationship between the pro-
portion of outside directors and the level of disclosure. In respect to the
size of the board, there is an unsettled debated on the efficient board
size in the literature. John and Senbet (1998) suggest that while the
board's monitoring capacities increase as the number of members on the
board increases, the incremental cost of poorer communication and
lower decision making efficiencies are often associated with large
groups. In respect to the board leadership structure, Ho and Wong
(2001) shows that firms with one individual who serves as both
chairman and CEO are considered to be more managerially dominated.
The person who occupies both roles would tend to withhold unfavor-
able information. Forker (1992) finds that CEO/chairman duality is
negatively associated with disclosure quality. Byard, Li, and Weintrop
(2006) find that analyst forecast accuracy decreases when the CEO also
serves as chairman of the board.

The second important aspect of corporate governance is ownership
structure. Bos and Donker (2004) indicate that increased ownership
concentration is an effective corporate governance mechanism in
monitoring accounting decisions of incumbent management. The pre-
sence of blockholders may curb the discretionary behavior of the
managers, incite them to adopt profitable strategies and disclose re-
levant and reliable information (Fan & Wong, 2002). Karamanou and
Vafeas (2005) and Wang (2006) argued that the concentrated owner-
ship decreases the level of discretionary accruals and increases the
voluntary disclosures made by managers. Zhong, Chourou, and Ni
(2017) provides evidence that institutional investors have more
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incentives and/or are better able to exercise their monitoring role in
countries with strong investor protection and hence improve earnings
quality. Chung, Firth, and Kim (2002) find that when institutional in-
vestors own a large percentage of a firm's outstanding shares, there is
less opportunistic earnings management. Ljungqvist, Marston, Starks,
Wei, and Yan (2007) find that institutional ownership helps reduce
recommendation optimism. Elgazzar (1998) and Bushee and Noe
(2000) show that institutional investors are willing and able to con-
strain managers to respect corporate governance and to improve
transparency. They argue that large institutional ownership may induce
a higher level of disclosure. In a study of 444 IPOs listing on the Sin-
gapore Stock Exchange, Singh and Van der Zahn (2008) find that there
exists a positive association between intellectual capital disclosure and
ownership retention post IPOs.

Finally, transparent disclosure is another important aspect closely
tied to corporate governance that affects how analysts and investors
evaluate financial information. Singh and van der Zahn (2007 , 2008)
shed light onto the determinants and economic consequences of in-
formation disclosure. Most of the empirical literature documents that
disclosure levels are positively associated with forecast accuracy (Basu,
Hwang, & Jang, 1998; Vanstraelen, Zarzeski, & Robb, 2003). Bhat,
Hope, and Kang (2006) used country-level proxies as corporate gov-
ernance transparency and find that there is a positive impact on analyst
forecast accuracy after controlling for financial transparency. Hope
(2003) concludes that higher quality disclosure increases analyst's un-
derstanding of the company's current and future performance. Stronger
enforcement is more likely to ensure managers obey accounting rules
which reduce the uncertainty of accounting choices in financial state-
ments. Bilinski et al. (2013) state that the accounting disclosure quality
explains cross-country differences in target price forecast accuracy.
External audit can also be an effective control mechanism to monitor
the managers and guarantee the integrity of financial reports (Jensen &
Meckling, 1976; Watts & Zimmerman, 1983). The appointment of an
independent external auditor can reduce the probability of earnings
manipulation by lessening the managerial opportunism (Becker,
DeFond, Jiambalvo, & Subramanyam, 1998; Chung, Firth, & Kim,
2003).

To summarize, financial information serves as a basis for investment
decisions of the capital market participants (Bushman & Smith, 2001,
2003). The accuracy of the target price ultimately relies on the quantity
and quality of the information disclosed by the firm. However, ex ante,
the quality aspect of financial information is hard to observe. Without
conducting a costly private information search, market participants
have to rely on the soundness of the legal system and corporate gov-
ernance to make a judgment on how valuable a piece of information is.
Good corporate governance can reduce information asymmetry, agency
costs, and information search costs and increase information transpar-
ency. Corporate governance is one of the determining factors affecting
quantity and quality, in particular, of information disclosed which
analysts use to arrive at target prices. We expect that firms with good
corporate governance mechanisms have less bias on target price fore-
casts because of better information transparency. Therefore, our first
hypothesis is:

H1. An analyst's target price is more accurate if the target firm has
better corporate governance.

Most market participants use the target price declared by analysts as
an indicator to make investment decisions. Therefore, target price ac-
curacy has an impact on investment performance and returns. Loh and
Mian (2006) find that stock recommendations of accurate target price
forecasters are associated with better stock performance than less ac-
curate target price forecasters over the same time period. Feldman,
Livnat, and Zhang (2012) show that three types of revisions which
contain target price, earnings forecasts, and stock recommendations are
positively and significantly associated with immediate market reaction.
Particularly, target price and stock recommendation are significantly
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stronger than those of earnings forecast revisions. Brav and Lehavy
(2003) examine the market impact of target prices and find approxi-
mately an 11% spread between upward and downward target price
revisions.

If better corporate governance can improve target price accuracy
and the market reacts to target price announcements; we, therefore,
should expect larger market reactions to target price announcements by
firms with better corporate governance.

H2. The market reaction to target price announcements is larger if the
target firm has better corporate governance.

4. Research design and data
4.1. Target price accuracy

Following Bilinski et al. (2013) and Chen, Chang, Cheng, and Tu
(2016) we employ two measures to capture target price accuracy. The
first measure, TP_max, is the absolute difference between issued target
prices and the maximum stock price (or minimum stock price if the
target price is less than the actual stock price at the announcement
date) scaled by the maximum stock price (or minimum stock price)
during the 12-month forecast horizon at the announcement date t.
TP_max denotes the maximum forecast error during the forecast period.

TB,.. — MaxB,
ol T i TRy, > By
MaxB,
MinB,; — TP .,
MinB,,

I
L if TRy < By

TP_maxy,; = |

(€Y

Where TP,,, is the target price for firm m at announcement date t.
P, . is the actual closing stock price of firm m at the announcement date
t. MaxPy, . is the maximum stock price of firm m during the 12-month
forecast horizon. MinP,,, is the minimum stock price of firm m during
the 12-month forecast horizon. If the announcement date is not a
trading day, the last trading day prior to t would be used for the actual
closing stock price of firm m.

The second measure, TP_end, is the absolute difference between the
target price and the actual price at the end of the 12-month forecast
horizon, scaled by the actual price at the end of the forecast horizon.

TPm,t - Pm,lz

TP_endp,; =
" Bn12

(2

Where Py, 1> is the actual price of company m at the end of the
forecast period.

The forecast horizon is one year, or 252 trading days after the target
price announcement date. Notably, any updated target price would
shorten the relevant forecast horizon which is between the initial an-
nouncement date and three days before the following announcement
date” within the year.

Both target price accuracy measures capture the absolute forecast
error, since target prices far above the actual price are equally in-
accurate as forecasts far below the stock price. The two measures
capture forecast accuracy during and at the end of the 12-month fore-
cast period respectively. This provides a more complete assessment of
analyst forecasting accuracy compared to using only one forecast ac-
curacy measure, as is common in EPS accuracy studies.

4 Assumed that the serviceableness of former target price announcements
range from the issued date up to three days before updating the price target.
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4.2. Corporate governance measures

We explore how corporate governance affects target price accuracy
and market reaction from the following three aspects: (1) board struc-
ture, (2) ownership structure, and (3) disclosure. Table 1 provides a
detailed definition of all key variables.

4.2.1. Board structure

The board structure is measured by three variables: board leader-
ship, board independence, and board size. Fama and Jensen (1983) find
that there is a considerable concentration of power in the hands of the
CEO when the CEO is also the chairman of the board. Hence, we use
duality (DUAL) to measure the board leadership. DUAL equals one if
the CEO is also the chairman of the board and zero otherwise. We ex-
pect that DUAL is positively related to forecast errors.

Klein (1998) suggests that independent boards are more effective at
monitoring the quality of firm's financial information. To measure
board independence, we use percentage of independent directors
(PIDEP). We expect that the proportion of independent directors is
negatively related to forecast errors.

For board size, we define BSIZE as the total number of directors on
the board. There is an unsettled debated on the efficient board size in
the literature. Yermack (1996) shows that smaller board size can be
more effective. Klein (1998) finds that larger boards provide better
monitoring and more expertise than smaller boards. Hence, the impact
of board size on forecast errors is unknown ex ante.

4.2.2. Ownership structure

Previous studies document that institutional investors have more
incentives and/or are better able to exercise their monitoring role and
hence improve financial statement quality (Bilinski, Cumming, Hass,
Stathopoulos, & Walker, 2015Ljungqvist et al., 2007). We define in-
stitutional ownership level (IO) as the percentage of institutional in-
vestors' holdings and expect a negative relationship between institu-
tional ownership and forecast errors.

Jensen and Murphy (1990) find the board's ownership will improve
the firm's performance. In general, centralizing managerial power in
block holding individuals will affect a firm's performance positively
(Becker, Crongvist, & Fahlenbrach, 2011). We define (BOWN) as the
proportion of common stock owned by the CEO and executive directors.
Blockholder ownership (BHOWN) is defined as the proportion of
common stock owned by substantial shareholders. We expect that IO,
BOWN, and BHOWN are all negatively related to forecast errors.

4.2.3. Disclosure

Auditors play a key role to ensure the quality of the disclosed fi-
nancial reports and mitigate “window dressing®” which might mislead
market participants. Previous studies reported a relationship between
higher quality auditor measures (such as auditor tenure, auditor size,
auditor specialization, and auditor independence) and higher financial
reporting quality (Gul, Fung, & Jaggi, 2009; Lin & Hwang, 2010). We
defined AUDI as a dummy variable which equals one if a firm is audited
by one of the big fours (Deloitte, PWC, EY, KPMG) and zero otherwise.
We expect that financial reports audited by big fours will lead to more
accurate target price forecasts.

4.3. The relationship between corporate governance and target price
accuracy

We formally examine the relationship between corporate govern-
ance and target price accuracy in the following regression model.

SWindow dressing means actions taken to improve the appearance of the
financial statements prior to issuing financial statements.
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Table 1
Variable definition.
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Dependent variable
TP_max
TP_end

CAR Three-day (—1, +1) cumulative abnormal return

Independent variable
Board structure

Average maximum return if investor strategically follow the announcement of target price during the analyst prediction period
Average holding period return if investors buy (short sell) underlying stocks at the announcement date and sell (cover) at the end of the forecast period

DUAL A dummy variable taking the value of one if CEO is the board chairman, and zero otherwise
PIDEP The percentage of independent directors
BSIZE Total number of board directors
Ownership structure
IO The percentage of institutional holdings
BOWN The percentage of common stock owned by CEO and executive directors
BHOWN The percentage of common stock owned by substantial shareholders
Disclosure
AUDI A dummy variable taking the value of one if the auditor is one of the big fours (Deloitte, PWC, EY, KPMG), and zero otherwise.
Additional explanatory variables
MOM 90-day buy-and-hold returns prior to the previous fiscal year-end
VOL Standard deviation of daily returns over the previous year
EVOL 5-year standard deviation of earnings after tax scale by total asset before issued year.
TPREV Forecast target price from the current report and the most recent prior report [(TPt / TPt-1) — 1]
Other control variables
InMvV Natural logarithm of market capitalization of a firm
PE Price to earnings ratio of a firm
PB Price to book ratio of a firm
TB,., abnormal return around the target price announcement date t.

=B, + B,DUAL,,; + B,PIDER, ; + B,BSIZE,,; + f,BOWN,,; + 5
BHOWN,,; + B4AUDL,; + 3,10, + BeMOM,,; + ByVOLy, + By,
EVOL,,; + By TPREV,,; + B,,LnMV,, s + B13PEp + B14PBpi + €my

3)

We include additional explanatory and control variables to capture
other factors which would affect the target price accuracy. Jegadeesh,
Kim, Krische, and Lee (2004) show that analysts' profitability re-
commendations and past momentum have a positive relationship. We
define price momentum (MOM) as 90-days buy-and-hold stock returns
prior to the previous fiscal year-end. Bradshaw, Huang, and Tan (2014)
demonstrate the importance of controlling for firm size and price
standard deviation in their analysis of target prices in the US. We use
volatility of daily returns over the previous year as stock price volatility
(VOL). Furthermore, we use the standard deviation for the past five
years of the return on total assets prior to issue year to measure the
earnings volatility (EVOL). We expect that steady (or lower) volatility
leads to a more accurate target price. The target price forecast revisions
(TPREYV) are also included in our regression model.

To control firm characteristics, natural log of market capitalization
(InMV), price-to-earnings ratio (PE) and price to book ratio (PB) at the
announcement date for each company are included in our regression
model.

4.4. The relationship between corporate governance and market reaction to
target price announcements

Brav and Lehavy (2003) find a significant market reaction to the
target price announcement. We formally examine the relationship be-
tween corporate governance and target price accuracy in the following
regression model.

CARy
=B, + B,DUAL,,; + B,PIDER, ; + B,BSIZE,,; + 3,BOWN,,; + 5
BHOWN,,; + BcAUDL,,; + .10, + BgMOM,, + B VOLy: + B,
EVOL,,; + B1;TPREV,; + B, LMV, s + B13PEp: + B14PBumyt + €myt
@
The dependent variable, CAR, is the two-day (0, 1) cumulative
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Z C ®)

where R; . is the daily return for firm i on day t, and R, . is the daily
benchmark index return. We expect that the target price announcement
returns and good quality corporate governance are positively corre-
lated.

4.5. Data

We obtained forecast target prices, corporate governance data, fi-
nancial data, stock returns and industry sector codes over the period
January 2007 to December 2016 from the Taiwan Economic Journal
(TEJ) database. Our sample includes all public firms in the Taiwan
stock market and excludes financial institutions, TDR and F-shares.
Using monthly data, our sample includes 59 analysts covering 967
companies with 17,334 target prices observations.

5. Empirical results
5.1. Descriptive statistics

Panel A of Table 2 presents summary statistics for the key variables
in our sample. On average, the forecast error is 21% during the forecast
period, and 49% at the end of the period. 21% of the board members
are independent. 25% of firms have the CEO serving as board chairman.
About 8.53% of outstanding shares are owned by institutional in-
vestors, 3% are owned by the CEO and executive directors, and 20% are
owned by substantial shareholders. The table also shows that 96% of
firms are audited by big fours. Panel B of Table 2 presents Pearson pair-
wise correlations for the variables. The correlations are largely con-
sistent with our expectations. Forecast errors (CARs) are smaller
(larger) when a higher percentage of shares outstanding are held by
institutional holders, the CEO, executive directors, and substantial
shareholders. Firms with more independent directors and that are au-
dited by big fours have smaller (larger) forecast errors (CARs).

To further illustrate the relationship between forecast errors, CARs,
and corporate governance, Table 3 presents the mean values of forecast
errors and CARs sorted by corporate governance variables. On average,
firms with higher holdings by institutional holders, the CEO, executive
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Table 3

Forecast errors and CARs sorted on corporate governance variables.
Table 3 presents the mean values of forecast errors and CARs sorted by corporate governance variables. We sort the firms into three groups based on corporate
governance variables. High portfolio consists of the top 1/3 of firms based on each corporate governance measure. Low portfolio consists of the bottom 1/3 of firms

based on each corporate governance measure. All variables are defined in Table 1.
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TP_max TP_end CARs
High Low High-low High Low High-low High Low High-low
DUAL 0.2506 0.2523 —0.0017 0.2669 0.2438 0.0231*** 0.255 0.257 —0.0021*
PIDEP 0.2042 0.2106 —0.0064* 0.2012 0.2182 —0.0169*** 0.214 0.219 —0.0051
BSIZE 7.6188 7.6007 0.018 7.4378 7.7898 —0.3519%** 7.635 7.655 —0.0207
10 0.5203 0.5131 0.0072* 0.5057 0.5282 —0.0225%** 0.523 0.527 0.0039
BOWN 0.0328 0.0343 —0.0015 0.0331 0.033 0.0001* 0.033 0.031 0.0027 ***
BHOWN 0.1996 0.1916 0.0080*** 0.1916 0.1979 —0.0063*** 0.196 0.196 0.0003
D_BHOWN 0.0144 0.0063 0.0081%** 0.0082 0.0071 0.0012 0.009 0.011 —0.0025
AUDI 0.9469 0.9587 —0.0117*** 0.9458 0.9596 —0.0138%*** 0.953 0.961 —0.0076*
**% ** and * denote statistical significance at the 1%, 5% and 10% respectively.
directors, substantial shareholders, larger board size, more independent results.

board directors, if the CEO is not serving as the board chairman, and if
the firm is audited by big fours have smaller forecast errors and larger
announcement returns. These results are again largely consistent with
our hypotheses.

5.2. The relationship between corporate governance and target price
accuracy

We formally examine whether good corporate governance can re-

duce forecast errors in this section. Table 4 presents the empirical

Table 4
The relationship between corporate governance and target price accuracy.

Table 4 presents regression results. The dependent variables are TP_max and

TP_end. All variables are defined in Table 1. The t-statistics are in parentheses.

Variable TP_max TP_end
Intercept 0.3506%** 0.5977%%* 1.0458%** 1.7050%**
(10.15) (12.29) (20.22) (23.83)
DUAL —0.0001 0.00537 0.0363* 0.0601***
(-0.01) (0.41) (1.82) (3.11)
PIDEP * —0.0341 —0.2627%**  0.1290%***
(—3.40) (-1.01) (—5.45) (2.60)
BSIZE —0.0095***  —0.0035 —0.0306%**  —0.0111***
(—4.13) (-1.50) (—8.80) (-317)
10 —0.0675%* 0.0443 —0.1281***  —0.0056
(—2.33) (1.27) (—2.96) (-0.11)
BOWN —0.1144 —0.0088 —0.5346%**  —0.4802%**
(—0.98) (-=0.07) (-3.07) (—2.80)
BHOWN —0.0969 —0.0334 —0.5093***  —0.1861*
(—1.48) (-0.51) (—5.20) (-1.95)
AUDI 0.0159 0.0203 —0.0953** —0.1235%**
(0.59) 0.77) (-2.39) (-3.19)
MOM —0.0336 0.2745%**
(—1.45) (8.07)
VOL 0.0041 —0.0217
(0.08) (-0.31)
EVOL 0.6148%** 0.8953%**
(4.93) (4.87)
TPREV 0.1694+** 0.2070%**
(23.86) (19.82)
InMV —0.0320%** —0.0616%**
(—6.53) (—8.549)
PE 0.0000 0.0000
(—=0.40) (0.52)
PB —0.0068*** 0.0133%**
(—2.80) (3.71)
INDUSTRY EFFECT  YES YES YES YES
Year Dummy YES YES YES YES
Adj R-Sq 0.0021 0.0383 0.0106 0.0801
Observations 17,334 17,334 17,334 17,334

, ** and * denote statistical significance at the 1%, 5% and 10% respectively.
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The independence of the board is related to the presence of outside
directors in the board and whether the CEO serves as the board
chairman. An independent board is considered a mechanism to prevent
governance malpractices. In our empirical results, firms with the CEO
not serving as the board chairman and with a higher percentage of
independent directors have smaller forecast errors. This is indicated by
the significantly positive coefficients of DUAL (0.0363 to 0.0601) and
significantly negative coefficients of PIDEP (—0.1095 to —0.2627).

CEOs, executive directors, and substantial shareholders have the
power to impact important decisions. With appropriate stock owner-
ship, they will have the incentive to provide effective monitoring and
oversight of important corporate decisions. Hence, ownership can be a
good proxy for overall good corporate governance. A higher percentage
of common stocks owned by the CEO, executive directors, and sub-
stantial shareholders may reduce forecast errors, which is indicated by
the significantly negative coefficients of BOWN (—0.4802 to
—0.5346), and BHOWN (—0.1861 to —0.5093).

Active institutional holders with a large stake in the firms have good
reasons to monitor the activities of managers carefully. A higher per-
centage of institutional holdings may ensure the quality of financial
information released by the firm, and therefore, reduce the forecast
errors of analysts. Our empirical result is consistent with this expecta-
tion and the coefficients of IO are significantly negative (—0.0675 to
—0.1281).

We also find a negative relationship (coefficients of BSIZE are
—0.0035 to —0.0306) between board size and forecast errors. Firms
with small board size have larger forecast errors. Small board size may
prevent minority shareholders' access to the board of directors and may
have a negative effect on firm valuation because of potential ex-
propriation.

Greater disclosure in general leads to more value (Klapper & Love,
2004). Firms that use one of the big fours are considered to have good
corporate governance disclosure. The significantly negative coefficients
of AUDI (—0.0953 to —0.1235) show that firms audited by big fours,
on average, have smaller forecast errors than those audited by other
auditors.

Finally, we also show that smaller firms with higher earnings vo-
latilities and revisions of target price have larger forecast errors. The
empirical results are consistent to our hypothesis 1: good corporate
governance may improve the accuracy of target price forecast.

5.3. The relationship between corporate governance and market reaction to
target price announcements

The previous section shows that good corporate governance can
improve target price accuracy. We further examine the relationship
between corporate governance and market reactions in this section. We
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Table 5
The relationship between corporate governance and market reaction to target
price announcements.

Table 5 presents regression results. The dependent variables are CARs. All
variables are defined in Table 1. The t-statistics are in parentheses.

Variable CARs(+) CARs(—)
Intercept 0.0369*** 0.0167*** —0.0280***  0.0118**
(9.55) (3.05) (—6.67) (1.98)
DUAL —0.0011 —0.0004 0.0014 0.0009
(-0.74) (-0.31) (0.92)
PIDEP 0.0175%** —0.0210%**
(4.82) (4.07) (—5.42) (—4.25)
BSIZE —0.0013%** —0.0016***  0.0013*** 0.0020%**
(—5.36) (—6.09) (4.69) (7.04)
10 0.0090%** —0.0033 —0.0127***  0.0055
(2.785) (-0.84) (—3.63) (1.28)
BOWN —0.0014 —0.0177 0.0203 0.0286*
(-0.11) (—1.40) (1.38) (1.91)
BHOWN —0.0168** —0.0150%* 0.0277%*** 0.0277%***
(—2.26) (—2.05) (3.53) (3.52)
AUDI 0.0036 0.0020 —0.0085***  —0.0070**
(1.24) (0.70) (-2.62) (—2.18)
MOM —0.0010 —0.0008
(—0.40) (—0.28)
VOL —0.0015 0.0022
(—0.26) (0.43)
EVOL 0.0381%** —0.0629*
(2.64) (—4.23)
TPREV 0.0207%*** 0.0027***
(17.54) (3.97)
InMV 0.0022%** —0.0051***
(4.04) (—8.59)
PE 0.0000 0.0000
(-0.67) (0.81)
PB 0.0005** 0.0003
(2.29) (1.14)
INDUSTRY EFFECT  YES YES YES YES
Year Dummy YES YES YES YES
Adj R-Sq 0.0059 0.0453 0.0082 0.0202
Observations 17,334 17,334 17,334 17,334

, ** and * denote statistical significance at the 1%, 5% and 10% respectively.

expect good corporate governance and market reactions are positively
related.

Table 5 presents the regression results of CARs on all corporate
governance measures. Firms with a higher percentage of independent
board members, smaller board size, and institutional holders and that
are audited by big fours experience more positive (less negative) an-
nouncement returns. These results support our second hypothesis that
good corporate governance leads to better target price announcement
returns.

6. Conclusion

This study examines the relationship among corporate governance,
target price accuracy, and market reactions. We find that good corpo-
rate governance can improve target price accuracy, and there are larger
market reactions to target price announcements by firms with better
corporate governance.

Instead of considering just a single measure of corporate govern-
ance, we consider several different governance measures. We found
that the following aspects of corporate governance impact target price
accuracy. Firms with larger board size, the CEO not serving as the board
chairman, audited by big fours, higher percentage of independent di-
rectors and institutional holdings, higher percentage of common stocks
owned by the CEO, executive directors, and substantial shareholders
experience smaller forecast errors and better announcement market
returns.

Our paper contributes to the literature by providing further evi-
dence of corporate governance's impact on target price accuracy and
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market reactions to target price announcements. To the best of our
knowledge, no research has yet attempted to investigate what aspects of
corporate governance are associated with the accuracy of target price
forecast. In addition, our findings are valuable to investors, allowing
them to improve their capital allocation decisions by attaching higher
weights to target price forecast by firms with good corporate govern-
ance.
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