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The Relation Between Skewness in Earnings
Distribution and Market’s Response to Earnings
Announcement

<Abstracts>

This paper analyzes the effect of the uncertainty due to noise in earnings on earnings response
coefficients. We use the skewness in earnings distribution as a proxy of the uncertainty due to noise in
earnings. The distribution of earnings number is positively(of negatively) skewed due to abnormal
outliers(Gu and Wu 2003, Kang and Kim 2015). A successor often engages in negative earnings
management, namely big bath immediately after the former management’s exit for quick escaping from
poor performance of a predecessor and reports temporary large negative earnings. As a result, the
distribution of earnings is negatively skewed due to long tail in left side. Some firms report temporary
large positive earnings due to a characteristic of concentration of performance in certain period. As a
result, the distribution of earnings is positively skewed due to long tail in left side. Because the
skewness of earnings distribution reflects a peculiar characteristic of firms, market participants will
consider the meanings of the skewness in distribution of earnings in assessing uncertainty of the future
cash flow.

Because the abnormal performance is temporary, the skewness in earnings distribution will be a noise
in earnings signal. The negative relation is predicted between the skewness in earnings distribution and
earnings response coefficients, because a uncertainty due to noise in earnings reduce a market
response to earnings announcements. We analyzed 4,986 firm-quater data from recent 9 years of listed
company for confirming this expectation. We find significant negative relation between the skewness in
earnings distribution and earnings response coefficients. These results are confirmed again in additional
analysis controlling a dispersion in analysts’ forecasts.

Key words: uncertainty, skewness, market response
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