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a b s t r a c t

This paper investigates whether competition affects the degree of
optimism in recommendations on Initial Public Offerings (IPOs)
issued by affiliated sell-side analysts. Competition is measured by
the number of unaffiliated analysts covering the IPO. Since the
measure of competition is likely to be endogenous, it is instru-
mented using the number of analysts who cover stocks in the same
industry as the IPO, one quarter before the one in which the recom-
mendation is issued. The results show that affiliated analysts issue
less optimistic recommendations when more unaffiliated analysts
cover the IPO, suggesting that competition has a causal effect in
mitigating the incentives of affiliated analysts to issue favorable
investment recommendations. The paper also shows that recom-
mendations issued by analysts affiliated with co-managers of the
IPO are significantly less optimistic than those issued by analysts
affiliated with the lead underwriter, and that competition affects
only the degree of optimism of the latter.
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1. Introduction

This paper investigates whether competition impacts the degree of optimism in recommendations
issued by affiliated sell-side analysts on Initial Public Offerings (IPOs). Financial analysts provide
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expert advice that facilitates investors’ decision making in the capital markets. However, analysts may
have conflicts of interest which create incentives to provide biased advice. The paper discusses the
channels through which competition may impact the incentives of affiliated analysts to make optimis-
tic recommendations. Next, the paper empirically investigates whether competition affects the prob-
ability that affiliated analysts issue the most optimistic recommendation (‘‘Strong Buy” ). Finally, the
paper presents a set of robustness checks and extensions.

Markets for expert advice are increasingly important in modern economies. While there is exten-
sive theoretical research investigating different features of such markets, there is little empirical evi-
dence on the effect of competition on the incentives of experts to provide correct advice to the public.
The market for financial information is especially suited to address this question since it is one of the
most important markets for expert advice and there is plenty of data on the information provided by
financial analysts to market participants.

This study focuses on IPOs. These are an important segment of the capital market and recommen-
dations issued by financial analysts often represent the main source of information available to inves-
tors on newly listed companies. Concentrating on IPOs also helps to design the empirical analysis.
When a firm goes public, one or more investment banks (lead underwriters) provide assistance with
all the necessary activities (valuation, release of information to market participants, etc.) and often act
as a market maker. Following the IPO, the lead underwriter has a clear interest in having its analysts
push out favorable recommendations to support the stock. Therefore, it is possible to identify a group
of analysts, those affiliated with the lead underwriter, who have stronger incentives to provide opti-
mistic recommendations. This also suggests that coverage of the IPO by unaffiliated analysts, who are
less likely to feel pressed to issue optimistic recommendations, can proxy for the intensity of compe-
tition faced by affiliated analysts.

However, coverage of the IPO by unaffiliated analysts is likely to be correlated with firms’ unob-
servable characteristics, such as quality or riskiness. In fact, unaffiliated analysts are more likely to
cover IPOs with better prospects, or to refrain from covering very risky, or hard-to-evaluate IPOs. Such
firms could also represent, on average, promising investment opportunities, and affiliated analysts
may be more likely to issue optimistic recommendations about such IPOs just because they are better
companies. In order to identify a causal effect of competition from unaffiliated analysts on the degree
of optimism of affiliated analysts, the model is estimated through instrumental variables (IV). The
measure of competition is instrumented by the number of analysts who issue recommendations on
stocks (both IPOs and non-IPOs) in the same industry as the IPO, one quarter before the one in which
the recommendation by an affiliated analyst is issued.

This work builds upon the large literature which documents an excessive optimism in recommen-
dations by affiliated analysts. A recent survey paper by Mehran and Stulz (2007) lists 29 papers inves-
tigating this topic. The early studies by Dugar and Nathan (1995), Rajan and Servaes (1997), Lin and
McNichols (1998) and Michaely and Womack (1999), show that affiliated analysts issue more optimis-
tic recommendations than unaffiliated analysts. James and Karceski (2006) document that firms with
poor aftermarket performance are given more optimistic recommendations by affiliated analysts.
Hong and Kubik (2003), Jackson (2005) and Fang and Yasuda (2007, 2009), investigate the role of ana-
lyst reputation in mitigating bias.

Further recent evidence documenting stronger optimism from affiliated analysts is provided by
Malmendier and Shantikumar (2007), who also investigate the extent to which investors are able to
discount biased recommendations. They show that small traders do not discount bias in recommen-
dations, while large traders react to ‘‘Strong Buy” recommendations, do not react when observing
‘‘Buy” recommendations, and sell following ‘‘Hold” recommendations. Agrawal and Chen (2008) show
that recommendation levels are positively associated with the importance of brokerage revenues.
They also suggest that investors are able, on average, to discount bias. However, they do not focus spe-
cifically on IPOs.

This paper is also related to Bradley et al. (2003, 2008) who investigate the behavior of analysts
covering IPOs towards the end of the quiet period, during which affiliated analysts cannot issue infor-
mation about the IPO. Bradley et al. (2003) show that most IPOs receive analyst coverage in the few
days following the end of the quiet period. They also show that IPOs experience abnormal returns
when coverage is initiated, and that these are larger following a ‘‘Strong Buy” recommendation even
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