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a b s t r a c t

Peers' valuation matters for firms' investment: a one standard deviation increase in peers'
valuation is associated with a 5.9% increase in corporate investment. This association is
stronger when a firm's stock price informativeness is lower or when its managers appear
less informed. Also, the sensitivity of a firm's investment to its stock price is lower when
its peers' stock price informativeness is higher or when demands for its products and its
peers' products are more correlated. Furthermore, the sensitivity of firms' investment to
their peers' valuation drops significantly after going public. These findings are uniquely
predicted by a model in which managers learn information from their peers' valuation.

& 2013 Elsevier B.V. All rights reserved.

1. Introduction

Firms' managers, financial analysts, bankers, or invest-
ment professionals often rely on price “multiples” of peer
firms (e.g., price-to-book or price-to-earnings ratios) to
value new investments. For instance, survey evidence
indicates that corporate executives use peers' valuation

for capital budgeting decisions (see Graham and Harvey,
2001). Hence, one expects firms' investment to be influ-
enced by the market valuation (stock price) of their peers.
Whether and why this influence exists has not received
much attention, however. In this paper, we examine these
questions.

Specifically, we test the hypothesis that the market
valuation of a firm's peers influences its investment
because this valuation informs managers about the firm's
growth opportunities, complementing thereby other infor-
mation available to managers, such as the firm's own stock
price.1 For instance, managers might learn additional
information about growth opportunities in a particular
activity from stock prices of firms focused on this activity.
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1 Subrahmanyam and Titman (1999) argue that stock prices are
particularly useful to managers because they aggregate investors' dis-
persed signals about future product demand. This is the case for peers'
stock prices since product demands for related firms are affected by
common shocks (e.g., Menzly and Ozbas (2010) show that firms' Return
on Assets (ROAs) are positively correlated with related firms' ROAs).
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If managers use their peers' valuation to make invest-
ment decisions, then firms' investment and their peers'
valuation should covary. Evidence thereof is, however,
insufficient to conclude that managers learn information
from peers' stock prices since stock prices and investment
can covary due to unobserved factors. To address this
problem, we rely on theory.

We consider a simple model in which peers' valuation
complements managers' knowledge about their invest-
ment opportunities.2 In this model, a firm sells a product
for which demand is uncertain and correlated with the
demand for another firm's product (its peer).3 The firm's
manager must decide whether to expand production
capacity or not. This growth opportunity has a positive
net present value only if future demand for the firm's
product is strong enough. As investors trade on private
information about future demand, the firm's stock price
and its peer's stock price provide signals to the manager, in
addition to his own private information, about the net
present value of the growth opportunity. We compare
three different scenarios: (i) the manager ignores stock
market information (no managerial learning); (ii) the
manager only relies on his own stock price (narrow
managerial learning); and (iii) the manager uses the
information contained in each stock price (learning from
peers).

When the manager ignores stock prices, the firm's
investment and stock prices covary because the manager's
private signal and investors' signals are correlated. This
“correlated information” channel also operates when the
manager learns information from stock prices. However, in
this case, it is supplemented by the fact that stock prices
influence the manager's decision. Thus, in each scenario,
we split the covariance between the investment of a firm
and (a) its own stock price or (b) its peer stock price into
two parts: one due to the correlated information channel
and another one due to the learning channel. We exploit
the fact that some firms' characteristics affect differently
these two parts to develop null hypotheses specific to the
learning from peers scenario.

Consider first the informativeness of a firm's own stock
price. If the firm's manager ignores the information in
stock prices, this informativeness does not affect the
covariation between the firm's investment and its peer
stock price. If instead the firm's manager learns informa-
tion from stock prices, then an increase in the firm's own
stock price informativeness reduces the sensitivity of its

investment to its peer stock price (prediction 1). Indeed, as
the signal conveyed by its own stock price becomes more
informative, the manager's beliefs are less influenced by its
peer stock price and therefore, his investment decision is
less sensitive to this price.

Symmetrically, an increase in the informativeness of its
peer stock price reduces the sensitivity of a firm's invest-
ment to its own stock price if the manager learns informa-
tion from its peer stock price (prediction 2), but not
otherwise. The same prediction holds for an increase in
the correlation of the fundamentals of a firm and its peer
(prediction 3) because, other things equal, this increase
strengthens the informativeness of the peer stock price
about the firm's future cash-flows.

An increase in the quality of the manager's private
information implies that (i) his investment decision
becomes more correlated with investors' private informa-
tion, and (ii) his belief about future demand is less
influenced by stock prices. The first effect strengthens
the correlated information channel while the second
dampens the learning channel. In the absence of learning,
only the first effect operates. Thus, the sensitivity of
investment to stock prices increases when the quality of
managerial information improves. In contrast, with learn-
ing, an improvement in managerial information always
reduces the sensitivity of a firm's investment to its peer
stock price (prediction 4) because, for this price, effect
(ii) dominates. This reduction, however, indirectly rein-
forces the correlation between a firm's investment and its
own stock prices (effect (i)), especially when its peer stock
price informativeness is large. For this reason, with learn-
ing from peers, the effect of the quality of managerial
information on the sensitivity of a firm's investment to its
own stock price switches from being negative (effect
(ii) dominates) to being positive (effect (i) dominates)
when the informativeness of the firm's peer stock price
is high enough (prediction 5).

In sum, the model generates five predictions that only
hold if managers learn information from their peer stock
price. The learning from peers hypothesis has other
implications but these hold even if managers do not learn
from prices. For instance, the sensitivity of a firm's invest-
ment to its peer stock price increases with the informa-
tiveness of this price whether or not managers learn from
stock prices because a more informative peer stock price
strengthens both channels of covariation between invest-
ment and stock prices.

Thus, the model is critical to weed out predictions that
are specific to the learning from peers hypothesis from
those that are not. The former predictions naturally form
the backbone of our empirical strategy. We test them on a
large sample of U.S. firms. The peers of a given firm are
defined as firms in its industry according to the Text-based
Network Industry Classification (TNIC) developed by
Hoberg and Phillips (2011). This classification is based on
firms' product description in their annual 10Ks (from 1996
to 2008). Hence, a firm and its peers according to this
classification are likely to be exposed to correlated
demand shocks, as assumed in our model.

We find that firms' investment is positively and sig-
nificantly related to their peers' valuation, proxied by their

2 Existing models in which firms learn from stock prices have
focused on the case in which firms learn from their own stock prices,
not the case in which they also learn from their peers (see, for instance,
Bresnahan, Milgrom, and Paul, 1992; Dow and Gorton, 1997;
Subrahmanyam and Titman, 1999; Goldstein and Guembel, 2008;
Foucault and Gehrig, 2008; Dow, Goldstein, and Guembel, 2011;
Edmans, Goldstein, and Jiang, 2013). See Bond, Edmans, and Goldstein
(2012) for an excellent survey of this literature.

3 Peers are not necessarily competing firms. Firms can be exposed to
common demand shocks because they are vertically related (suppliers'/
customers' firms) or because their products are complements. For
instance, if the demand for computer hardware is strong, the demand
for software is likely to be strong as well.
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