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abstract

This paper provides evidence of a flimh of interest faced by equitgnalysts who provide
recommendations for investment banks that are celaith their own investment banks through

a syndicaterelation. Analysts issue significantly more optimistic recommendations for
investment banks that their bank syndicates with. Consistent with the conflict of interest
hypothesis, they also issue relatw@ositive recommendations when the investment bank the
recommendation is issued for is higher rankimgn their own investment bank. Also, they issue

more optimistic recommendations when they issue recommendation for investment banks that
areactiveinunder wri ting of securities of the same t
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Are Anal ystsd RecommeBadksBiasedds f or | nves
Evidence of Aother Conflict of Interest

1. Introduction

The popular press haspeately suggestedhatequity analystsface a conflict of interest
when analyzingirms and issuing research repott¥he potentialfor a conflict of interest is
deemed to be especiallgrge when an underwriting relationship existswoeént he anal y st
investment bank and the firm the analyst follows. $et billion settlement in April of 2003
betveen tenlarge brokerage firms and the SEC, in which thekerag firms where charged to
be toooptimistic when issuingnalyst reportgor underwriting clients, lealcrecence to the
claim that theirresearctmay be biased in order to win underwriting mandatasnumber of
researchers have addressegliisue & bias inanalyst reportsFor examplePugar and Nathan
(1995, Lin and McNichols (1998)Michaely and Womack @99, and more recentlyskoz
(2003) Malmendier and Shantikumar (200andAgrawal and Chen (20Q8ind evidenceof
optimism inreportsissueal by affiliated analyst¥adanet al.(2005) do find that the amount of
bias has declined somewhat after the introductionegtmal new regulations and ti@&obal
Settlement Nevertheless, the optimistitasdoes not cease to exfst

In this paper | foas on analyst bias in a different and until now unstudtedtext:

analyst recommendationsrfotherinvestment banksn general, and analyst recommendations

! See forexampledrixing Wall Sreet research years after global settlement, critics say congiataimd (WSJ
11/12/2008.

2 This settlement is often naméGlobal Settlemedt i n t. Im 2006Waehswvia Corp. agreed to pay $25 min.
in order to settle similar claims (AP Financial Wire 7/5/2006).

% Bradshawet al. (2003) show that recommendations tend to be optimigtien issued for firms that arissuing
equity, irrespective of whether the analysts are affiliated tastheers Ljungqvistet al. (2006)provide evidence
suggesting that aggressive analyst behavior does not increase chaméesimf underwriting mandatesvhen
controlling for the strength of prior undeiiting and lending relationships. Their findinggggests that the observed
biasinanals s 6 f or e c a st sonflicaofintemnestt r ef |l ect a



for investment banks that are related throsghdication in particular. Corwin and Schultz
(2005) suggesthatmembers of the underwriting syndicate prafet to share fees and prestige
It is therefore likelythat analysts of investment banks tree active in underwriting wilhot
issue negative recommendatidas other members of the syndieah fear of retribution (i.e. not
being able to participate in future syndicajioAdding to a possible reluctance to issue negative
reports about fellow syndicate members is that beinggaatsyndicate mape a precursor to
becoming a lead managerjhgqvist et al. (2005)). This potential conflct of interest could be
even larger ththe onecommonly studied whicinvestigatesonflicts of interesin the context
of issue underwritingThe first reason is thain contrast to building a relation wita potential
issuer who may issusquity or debt infrequent)ya good relation with a fellow investment bank
who can get t he a(oakKegpshe badk ijyadicktes maytb® nnbhnone e
beneficial as syndicationccuss frequently’ The £cord reason is thags noted by Ritter (2003)
underwriting has changed in the last desdadex moreransactionabased relation where issuing
firms changaunderwriters frequeht. This makeghese underwriter relationships short lived, in
contrast to theelationship that | study. A syndicate relationship potentiatigts as long as the
investment banks involved exigthattheserelations arendeedimportantand thus valuabléat
leastin an IPO setting) is noteldy Corwin and Schult22005, p.444 who write: fiThe single
strongest determinant of whether an underwriter is included in a syndicate is participation in
recent syndicates led by the same book manager. Almost as important is whether the book
manager participated in recent offerings managedhbgt syndi cat e member 0
This paper has somienportantmethodological advantages when compared to the earlier

studies (such as Lin and McNichols (1998) and Michaely and Womack (1999)) that look at

* In this paper | do not distinguish between commercial banksinvestment banks as long as they are ranked as
underwriters of debt or equity, | use tigemsbank and investment bank interchaggy.



analyst bias and conflict of interest. Btoof thisearlier literaturerealizesthat optimistic bias

could also behe result of slectionbias and that the causality een bias and underwriting
relationships is uncledr.e. it is not clear whether firms choose their underwriters based on the
optimism of the anabts or whether analysts become optimistic as their investment bank
becomes the underwriter of the firm they folloBut most of thee papers do not have the
empirical design to distinguish lvegen the conflict of interest hypothesis and the selection bias
explanatior? In my paper selectiomias isunlikely to bean issue. The reason why in these
earlier studies selection bias is an issue is because the issuing firm benefits from choosing an
underwriter who is relatively positve b o ut t h e & asrtmesilblikely moeage ¢lec t
proceeds form the issue. In teettingof this paperthe lead investment bank that selects the
other banksn the syndicate desnot need these other banks to be positive about the prospects of
the lead investment bank order to increase underwriting proceetsit rather have them
provide help in other syndicate functions such as information production, certification, analyst
coverage, and market making.second advantage tisatmy methodology allows me took at
differences ira n a | yekavia éround the imdtion of a relation (whiclallows for sharper tests

of thehypotheses)This in stark contrast to using recommendations of affiliated araffiliated

anal ysts (measured by t hvestmem baoklwithetmasauing fonis t h e
debt or equity offering) which has the disadvantage that it cannot investigate analyst behavior
prior to the start of the affiliation if the affiliation is caused by underwriting the issuing firms

IPO (as very few anasy will issue reports at that time).

® A third explanation for observed optimism in recommendations and forecasts is based @elect@h argumen

Mc Ni chols and O6Brien (1997) suggest that analysts ar e
which censors the distribution of recommendations, making the average to appear optimistically biased. However,

this explanation does not dam why reports of affiliated analysts are more biased then reports of unaffiliated
analysts.Recently, some other papers attempt to distinguish between conflict of interest and selection bias.
Examples areKolasinski and Kothari (20Q7and Malmendier andShantikumar (2007 These papers will be

discussed in the next section.



To further investigate whether analyst makéimistic recommendations agesult of a
conflict of interest | bifurcate the satepof recommendations iother waysas well If being ta
optimistic (and thus inaccuratés costly Eee for example Hong and Kubik (2008palystswill
only act in this mannein situations where the benefits outweigh the castociated witlveing
inaccurateThe basic premise of my paper is that this is the césmthe two investmentibks
involved in the recommendatidthe first investment banks the followedankand the other as
the analys 6ank arefi elated though syndication There are several otharstancesvherea
similar conflict of interestouldexist First, banks onlyhave an incentive to be overly optimistic
when it comes teecommendindanks that are of higher rank then themselves.dffigult to
imaginetha a bulge bracket underwriter would bling to put its reputation on the line for a
lower ranked investent bank such as a major or subjor investment bani§econd, one would
expect that banks will only be over optimistic when recommending banks that are active in
underwriting of the same issues as they are, as only then there is the possibility otatisynd
relationship. Thirgd because the revenues of underwriting are substantially higher for equity
underwriting it would be of more importance to a potential syndicate mewtieeis active in
equity underwriting tde overly optimistc.

So, in this paer | show that analysts are relatively optimistic about the prospects of
investment banks that afee | at ed o by | oo kecommendatiors éntthe drfie 2, 4 7
period 19942004° In both univariate and multivariate analysis | find that when the investme
banks of the followed bank and the anal ystso

syndicatés) in the year prior to the recommendation the issued recommendation is significantly

® | focus on recommendations rather then forecasts because potential conflicts are easier to disentangle when
investigating recommendations (see algpawal and Chen (2008 Conflicts of interest will most likely result in

higher recommendations, for earnings forecasts they could result in lower foratasterto generate higher
earnings surpriseg(g. Matsumoto (2002) arhanet al.(2006)).



more optimistic then when this relationship does not exisurther find that this relative
optimism isexistent for both debt and equity relations althoughnbismore prevalent when the
relationship is based on equity syndication participafrefative to debt syndicationyvhich is
inconsistent with the idethat equity syndication may be of more importance as more fees can be
earned, relative to debt underwriting. | also find that recommendagi@more optimistic when
the investment bank of the analyst is ranked beneath the bank for which the reconunesdati
issued. This finding is consistent with thetion oflower ranked banks facingss reputational
costs andhus exhibit willingnesgo issue positively biased recommendations, especially when
the payoffs may be large (i.e. when the bank for whiehrdtommendation is issued is a more
important player in the underwriting business, which may in turn mean that it has the power to
include the analystsod6 investment baovérthe n t he
sample period the amount of biehan g e s . Al thougkl anecdd |l r epeommoea s
are more optimistic and ranking differences between the followed investment bank and the
investment bank of the analyst matter, these patterns areléassin the middle third of the
sample paod. In the period 1992001, which coincides with the rwp in the stock market
prior to the dot.com bubble bursting, relative optimism is signifigatgs. This could be
explained by the fact that in this period the market may have been in diseguiilgiven the
large amount of deal flow (as suggested by Ljunggvist et al. (200®)3er investigatioralso
shows that the increase in optimisms especi al | yelpateevdand eesnd 0 wgheetns
Furthermore, | find that theain findings are ralst tochanges in the way | calculate optimism
and the way | measure whether banks are related.

Overall this paper suggests that analysts may face a conflict of interest when issuing

recommendation for fellow investment banks. This conflict of interestexistent when the



investment banksra related through syndicatiomé&whenthe anal yst sdé bank
than the bank that he or she follows.

The next section wiltontainthe related literature ardkvelopthe hypothesesSection 3
descibes the data, whereas sectionwill havethe man results.Section 5will describe the

results ofsome robustness tesinally, section Gvill summarizeand conclude

2. Related Literature and Hypotheses

This sectionreviews some of the earlieliteratureon a n a | yoget) ®piimism and
whether theséindings arethe result of a conflict of interest or selection bias. This section will

also have a short section on syndication. Finally, it will contain my hypotheses.

2.1. Conflict of nteres

A large liteature has developed investigating analyst recommiemdand potential bias
therén.” Several reasons why recommendations mayop#mistically biased have been
advanced in the literature. First, sell recommendations tend to generate less tradingwa@ame
compared to buy recommendats. Clearly, the brokerage sidé the investment bank may
therefore pressure the analysts to issue positive recommend§iionsia ¢ k 6 s ndin§ysSo® 6 )
a relative paucity of sell recommendations may be explained byrgushant. Second-rancis

and Philbrick (1993)laim that analysts may attempt to curry favor with management of the firm

they issue recommendations for in order to have easier access to their information. A third reason

" Note that my paper focuses oncre mmendati ons. Anot her (large) l'iterat
earnings forecasts. Most of the discussion in this section can be applied to recommendations as well as earnings

forecasts.



is potentialselfselectio. McNichd s and OO0 Bugged that §nadly®tS are more likely to
report on firms for which they have favorable views. If analysts do not report expectations
which they have a negative outlottke lover tail of the recommendation distribution will be
cen®red leading to pervasive observed omgtimism.

These three easons that may explain potential bias are not per se limited to
recommendations of analysts that are employed by investment banks that have an underwriting
relationship with the recommendedrnfi. Having an underwriting relationship introduces
potentialadditional biasEarly evidencesuch afDugar and Nathafi1995) Lin and McNichols
(1998) andMichaely and Womack (1999uggests that analysts of investments banks that are
affiliated to the fims they follow (i.e. they are underwriting issues of the firm) provide more
optimisticreportsthan analysts that have no relation with the fi8tudying a moreecentperiod
Iskoz (2003producessimilar findings

The observed positive bias of affikeat analysts could alse@lihe result of selection bias.
Issuing firms may select their underwriters based on the favorableness foiré¢basts and
recommendations of the analysts affiliated with the underwriter. Ebidieaturesuch as Lin and
McNichols (1998)uses stock price reactions in an attempt to distinguistvebat the two
hypothesesHowever, $ock price reactions, which are used to measure informativeness of the
recommendation could also differ as a result of information availability to thbsinFor
example Michaely and Womack (199%8uggest that analysts working for investment banks that
underwrite will have superior information about their clie@sring the underwriting process
they will gain an informative advantage relative to analywhose banks are not part of the
process. Allen and Faulhaber (1989) alssuggest that underwriters will have superior

information about the firms they underwrit€his informational advantage should then be



reflected in the recommendations issued by dhalysts. If these analysts do indeed possess
superior information one would expect the market to react accordingly and hence returns should
be more positively related to recommendations of these analystsigiother analystd

More recenly a numberof researchers have attempted to disentanglenthdnypotheses
in other waysF o r e x amp | et al. (2aD6)Binvesagate differences in the speed of
downgrading by affiliated and non affiliated analysts. They find evidence that investment
banking ties increase the reluctance to reveal negative news, which they suggest is evidence of a
conflict of interest. Kolasinski and Kothari (2007nvestigatea n al y st activity ar
Using the fact that around mergers and acquisition analysts have insetdiv@ias both
optimistic and pessimistic they findieak evidence (for analyst recommendations, not for
forecasts) in favor of the selection bias hypothesis and none for the conflict of interest
hypothesis.Malmendier and Shantikumar (200€ompare recomnmelations and forecasts of
analysts.They find that forecasts are less biased when compared with recommendations. Based
on the premise that recommendations are targeted to individual investors and forecasts to
institutional investorghis suggests that angts distort recommendations (i.e. bias positively)
strategically. Ths,the observed positive bias reflects a conflict of interésatally, Kadan et al.
(2005) study the introduction of several new regulations (Rule NASD 2711, Rule NYSE 472,

and the Glbal settlement) on analyst behavior. Their findings suggest the conflict of interest

8 various authors have investigated abnormal returns ndrothe recommendation date to test whether
recommendations of affiliated analysts are more informative. The results of these papers are not conclusive. For
example, Dugar and Nathan (1995) and Iskoz (2003) do not evidence of different stock price resmiiothghe
recommendation announcement date whereas Lin and McNichols (1998) and Michaely and Womack (1999) and
McNicholset al.(2004) do find different stock price reactions. Kadan et al. (2005) finds that there were differences
prior to 9/2002 and noifference in the period thereafter. Agrawal and Chen §@so investigate stock price
reactions around the recommendation announcement date and conclude that investors discount research of affiliated
analysts. Controlling for timing, Bradlest al.(2006) do not find evidence of different market reactions, although

they investigate the initiation of recommendations in the period after the IPO. In short, it is hard to draw conclusions
based on stock price reactions as they may reflect superior infonmtioh is the result of having an underwriting
relationship.



declined as the amount of optimism of analysts decreasagveapthere is still a substantial
reluctance of analysts to issue sell recommendations which may not ral@aotential selection

bias. That is, issuers may not be willing to choose investment banks whose analysts are issuing
sell recommendation$n short, affiliated analysts seem to be too optimistic, but the literature is
not in agreement whether this is ttesult of a conflict of interest or whether it is the result of a
selection bias. Inhe setting oy paperl do not haveo contemplate whether a possible finding

of optimism is the result of selection bias as selection bias is rpmssible explanatiom

finding of overoptimismcan only be explained as being the result of a conflict of interest.

2.2. Syndication

A plethora of academic research exists that describes the role of a syndicate in debt or
equity offerings (see for example Corwin and @th(2005)) for IPO syndicates Pichler and
Wilhelm (2001) for a briesummary on syndicatignThe members of the syndicate can provide
several functions such as information production, certification, analyst covenagenarket
making. The fees paibtly the issuer (generally a 7% spraadequity IPOs and signifantly
lower in equity SEOs andetit offering$ are divided by the members of the syndicate, where the
lead and co managers get the largest fraction. For smaller investment banks these nexgnues
be substantial (even when the bank is only involved as a minor syndicate member). In addition to
the importance of the revenues associated by being a member of the syndicate being part of the
syndicate may have other important benefits. Given therenaiti competition in securities
underwriting it may be difficult to become lead manager but being involved as a junior member

of the syndicate may serve as a stepping stone to later become lead manager which is why



Ljunggvist et al.(2006) conjecturethatinvestment banks compete not only to be lead managers

in debt or equity offerings but also to bemanagersin Ljungovist et al.(2005) they show that
investment banks are willing to provide aggressive coverage for issuers in order to become co
manager.The central premise of thipaper is that another way for investment banks to curry

favor with other syndicate members is to provide optimistic recommendations.

2.3. Hypotheses

In order to test wheter anal yst sdO over aoopflidiofmntesesti i s t h
compare a sample of recommendations of atalthat arérelated to the bankhey cover (i.e.
another investment bamkho ispart of the same syndicdtess ) as t h e)amdnhashayst so6 b
have an incentive to be optimistic about thgiospects in order to remain included in the

syndicatevi t h a sampl e of A urHened tldirsehgpothessésc o mmendat i

H1: Analystsissue more optimistic recommendations for investment banks that are

related to their own investment bank.

|l useameasue o f A r esimiatteljunggvistetdal. (2005 that measures the amount of
mutual participation in syndicates (debt and equity) in the year prior to the recaation of
both thebank of the analyst and the bank that the recommendetisssued for. ® make
recommendations comparaldeross banks, analystnd timel use réative recommendations

(by subtracing the median of the existing recommendations from the issued recommendation).



One would epect that thesyndicationrelation m&a t er s mo st t ownerhe ana
the bankthat is being followeds active in underwriting of the same securities as th@ad y st s 0
bank.Hence, n additontotheover al | medatedne s €, ofvhfich does not
between equity and debyrglicaion, | recalculate thene asur es of Anrel atedne
equity separately( i . e . cal cul at e a measur e of Anrel at
participation of debt or equitigsue$. If there is aconflict of interest | expect that for bothekit
and equity the amount of optimism is larger wibamksare related through underwriting of the

same securitie§.hesecond hypothesis therefore is:

H2: Analysts issue more optimistic recommendations for investment banks that are
related though syndita participation in the same type of issuance (debt or equity) to

their own investment bank.

As mentioned in the previous paragraphs, the proceeds of equity underwritiggneally

higher than those of debt underwriting, thigggesthat analysts antheir banks may be willing

to sacrifice their reputations to a larger degree than those involved in debt underwriting. |
therefore expetatethmesdieqmay yexhi biHencathel ar ger

third hypotheses states:

H3: Analysts isue more optimistic recommendations for investment banks that are
related to their own investment bank if the relationthe relationship is based on

participation in equity syndication, rather than debt syndication.



In order to test this hypothesisd¢ c ul at e fising dnly debtdbnegstys issues ahd
expect opti mi sm troe lbaet ehdagehsss aeldiediest sice.qui t y

The fourth hypothess tess whether the ranking of the investment banks in the
relationship matter. Given theosts associatedith being inaccurate it is difficulto envision
that bulge bracket investment banks are likely to be too optinfestit inaccuratelinless they
are associated with other bulge bracket investment banks. On the other hand for majbr and su
majors this may not be the case. They are more likely to be optimistic for two reasons. First, they
may have less to loose as they have less reputation to worry about. Second, they have potentially
more to gain by curryingavor with thehigher rankedoanks thattend to run the syndicates.

Hence this hypothesstates

H4: Analysts issue more optimistic recommendations for investment banks that are

related to their own investment ranked relatively higher than their own investment bank.

| usethe ranking for the year in whit the recommendation was issuedneasure the relative

rankings of the banks involved.

3. Data

This sectiondescribe the variables ugkin the later analysis asvell as the manner in
which the sample is generated. Fitggview the way in which the recommendations that are the
cornerstone otheanalysis are collected. In the second part of this secteihdescribe howthe

variablesused in the analysis are created



3.1. Sampleof recommendations

In order to generatemy sample of recommendations for banks involved in underwriting
activities | combinethe detailed US recommendations filerfr IBES, using the period from
01/01/1994 until 12/31/2004 whicltontains 370690 recommendations with a list of
underwriters during tisi period.The list of underwriters is created as followsr each of the
years 19940041 use the SDC New Issues database and extratbd rankings (equity and
debt separately)This results ira list of 1,101 investment bandyears® | ensure thabanks do not
appear more then once per year (for example, if an investment bank is both ranked for debt and
equity | only keep one recojd® The merge of the list oinvestment bankearswith the
recommendations filgields 4484 observationsl proceedby merging these observationsth
CRSP in order to get abnormal returns around the estimd#ittnand to ensure that all bank
that are being follwed arelisted asUS ordinary sharesCRSPshare codes 10 or 11}his
reduces the saple to 4,056ecommedations.To ersure that all analysts in e sample are faced
with similar incentivesall recommendations for which | am not able to match the ineedtm
bank of the analysts with thist of top-50 rankingsare deletedThis deletes 1,583 observations
My final sample consists of4Z3recommendations.

Panel A of Table 1 summarize these 2,473recommendations. The number of
recommendations per year varies from a mimmaf 136 recommendations in 2004 to a

maximum of 438in 2002.1 use the reversef IBES re@ommendatiorvalues to numerically

°In 1999 ABN AMRO Rothschild and JB Were & Son were jointly listed at number 50 in the equity rankings,
therefore the number of yearly observations is 1,101 instead of 1,100 (11 years &&fhamnt banks * 2 rankings

1 investment bank yegar

19 Also, in some cases the same investment bank is ranked more then once. For example in the top 50 debt
underwriters for 1995 liid both Goldman Sachs & Co aslives Goldman Sachs International. hstances like

these | only keep the observation that is ranked highest.



describe the recommendationgie sample. This means that recommendatisitishave values
betveen 1 and 5 where 5 is the highest (strong buy) and 1 iswmsti¢sell)recommendation
then calculate relative recomnuations (the recommendation minus the latest available
consensus recommendation at the date of the recommendatiomyke corparison among
differentbanks, analystsandtime periods possibld. find that there is a wide variety of relative
recommendation For the mea find thatin 1994, 1998&nd 2002 sample recommendas are
significantly negativgusing a itest) whereas in 1996 they are significanflgsitive For the
median | find (although numerically the median relative recommendation is alv@gys
significance (using the wilcoxon sign rank test) in the same direction as for the fleanast
item in Panel Ais abnormal returns around the recommendation datalculate the ‘lay
market adjusted CAR around the recommendation date (using tBe @iRidend adjusted Value
weighted market returns).find significantnegative(positive abnormal returns for the mean in
1998 and 19992003 and2004). For the median find significant pogive abnormal returns in
1996,1998,2003, and 2004, and sidicant regative abnormal returns 1999.

In PanelB | show characteristics of the baskhat are being follwed. The number of
banks for whichl have recommendations is fairly constant over the sample paniddanges
from 19(2000 to 28(1996). As pemy sampeé construction all of these bankre ranked.find
that for about half of the samplgearsin the sample periobanks have botrequity and debt
rankings. For example, in 1994 there are 10 shahls. These are relatively lar@panks as their
mean (median) equity ranking is 10.10 (8.00) while their mean (median) debt ranking is 9.00
(8.00). The importance of thedanlks is also illustrated by their combined market shares. In

19941 find that they have a combined equity (debt) market share of 4effent(60.60



percen}. During the sample period the rankings of thdsanks does not change very much,
although theeombinedmarket sharegspecially for equity, increase

The other half of the sample bankasonly a debt or equity rankingNot surpisingly,
thesebanis tend to be smaller underwriteFr example, in 1994 there ardanks that have an
equity ranking but no debt rankinghile thereare8 banls with adebt ranking but no equity
ranking. That thesbanks tend to be Mer ranking is fown by mean rankings of 25.5022.13)
for equity (debt)and a combined market share of 2.90 per¢&@0 percent) for equitydeb).
Although I find that the importance of the only equity rankibgnks remains more or less
constant over time (the combohenarket share never is higher thanO7g&rcent) | find a
decreasingrend for the only debt rankdokhnks (combined market share decreases from 5.8
percent in 1994 to 0.80 percent in 2Q04)

In the third part of Table {PanelC) | show the same charadtics as in Rnel B, but
now for the banks that issue the analysecommendationsThe number ofbanks issuing
recommendationsemainsmore or less constant around @b so. The distbution of these
among both equity and debt ranked (16 in 1994), oatuity ranked (7 in 1994), and only debt
ranked (3 in 1994) does not change much over the sample period. Similarly, the rankings and
market shares of thleanks that issue recommendations dot change much over the sample
period. In shortthe sample of reommendations is constant over the sample period, contains
recommendations forbanks that are very involved in the issuing process, and are

recommendationssuedfor banks that are very important in this processval.



3.2.Me a s u r edateoness i r

To createmy me a s u rre | eaotf e d@mplsysaomthod that is similar in spirit to
Ljunggvistet al.(2005) The main idea is to measure how oftea two investment banks (the
bankthat is being follaved and the bankrom which the analyst provideseghrecommendation)
have been active in the same syndicate, underwritingreddet or equity. The measure that
develop is a simple ratio of the times both investment banks are in the same syndicate to the total
amount of times the follwed bankisinagy ndi cat e. For e xbankipélveays i f t h
present in the syndicate when the faléal bankis part of thesyndicatethe measure will take a
value of 1. The other extreme will be when bbénks are never in the same syndicate, in which
casethemeasure will have a value of 0.

From the SDC new issues databasxtractall public new issues of US common stock
and nonconvertible debt for the period 192804. This yields a total of 129,766 debt issues
and 12,394 equity issuekexclude issueshat have proceeds that are mgsiand issues for
which the SiCcodes are either missing or in the ranges 688#P or 90060999.Becausd am
interested in matching up th®llowed investment bankand the investment bank that
recommends the stodkonly maintain issues that have at least 2 underwriters. Téasens
limit the number of usable issues to 13,92%port the distributiomf these in Bnel A of Table
2. The number of issues varies from a minimum of 718 in 20@8maximum of 1,614 in 1389
When | split up the sample by type of issudind that both debt and equity issues argl
represented. Then number of equity issues ranges from 323 in 2003 to 1,152 in 1996, whereas

the number of debt issuesmngesrom 250 in 2004 to 791 in 1993



| proceed by matching the folleed bank (for the 2,473 recommendationsyith these
issuesl find that in the 365 days prior to the recommendation theré&,882lrecommendations
where thefollowed bankwas involved in tileast onesyndicate'” *? For 294 recommendations
the followedbankwas active in 1o 5 issues (Panel B).find 134 (180 and 1957observations
where the folloved bankwas involved in the syndicate 6 to 10 (11 to 20 an&@)ltimes.There
area relatively large number of recommendatiook414 recommendationw/here the folleved
bank was very active (participation in a syndicate for more then 50 tinfes).1,394the
followed bank was not active in any role in any syndicate in the year prior to the
recommendation.

For the same sample of i€=l find that the investment bank with whom the analyst is
affiliated is active 15 times fo 301recommendationshe other categories-®0, 11-20, 21-50,
and >50) have less thalO0 observations, each. There e fairly large number of
recommendation®ofr whi ch the analystsd invest(@m®&5t banlt
recommendations). When the syndicate involveneesplitinto debt and equity issues ontys
clearthat for both debt and equity issues there asggaificantamount of reeommendations for
each of the categorieBorexample, for 15tecommendations (of a total 2f473 | find that the
followed bank was involved inat least 50equity syndicates n the year prior to the
recommendation. The corresponding numiiedebt invohement is 234ecommendations. The

analysté banks that provide the recommendations are also active in syndicMiore than

A well recognized problem with research that deals with investment banking is the large amount of mergers etc.
of investment banks. In my analysis | use all syndication involvemethiei 365 days prior to the recommendation

by all banks that comprise the investment bank at the time of the recommendation. For example, historical
syndication involvement of Morgan Stanlefpean Witter consists of the involvement of the Morgan StankegnD

Witter as well as Morgan Stanley and Dean Witter separately.

121 do not limit myself to specific roles in the syndicate. In a later section | employ robustness tests by limiting
involvement to various roles within the syndicate for both the follofivatas well as the analyst firm.



1,000 (2,473L,394)recommendations are linked to analyahlks that have involvement gither
debtor equityunderwriting syndicéion in the year prior to the recommendation.

In Table 31 show the quantitatve cetails of thefi r e | a t mehsue.sFor01,375
recommendatiosn of my 2,47%ecommendations lamb | e t o cal cu'f\iherel fAr el a
set missing values to 0 (Panel AYihd that mean firelatednessis about 4 percentl also
cal cul at e fdieqgeity and delot isRies separat®lglues of slightly over 4 percent for
equity and about 2.5 percent for debbé¢ obtained. In Panel B, | d4de observations for which
no frelae d n ecars i calculated. find that for the 578observations that have values of
firelatedne stide mean is slightlypver 17 percent Theinterquartile range is about 17 percent
which suggest that there is significant dispersion as well. Foragebéquityfirelatednessl find
similar magnitudesTo measure difference in ranking between the analyst bank and the followed
bank | create a variable named ranking difference. This variable is simply the difference between
the highest ranking (equity alebt) of the followed bank and the analyst bank. The results in
Panel C show that the mean difference is 4.01. This means tlae Boreragaecommendation
the followed bankis higher ranked thethe analystoank However, as indicated by the first
guartle there is a substantial amount of instances where the reverse occurs. | also calculate the
ranking difference for those recommendations where both banks are active in equity. This is the
case for 1,444 recommendations. Again, d@nalysts bank is rankdagher than the followed
bank, albeit that the mean rank difference is only 0.75. Also, the first quartile suggests that the
reverse occurs substantially often. The ranking difference using only debt shows a similar

pattern.

13 Note that | require the followed firm to be either a Joint Leader, Book Manager, or Joint Book Manager in an
issue to ensure that the analyst has an incentive to be optimistic if a relationship exists. In the rciacsime s
the paper | relax this requirement.



4. Results

In this section present the results ttie analysis. The first section descrilibe findings
in a univariate setting whereas the second section confiren®ain findings ina multivariate

setting.

4.1. Univariate analysis

The first hypothess states thatnalysts whge investment banks afeelated to the
investment bank that is being followaslsue more favorable recommendationis.test this
hypahess by comparingelative recommendations for tsamples ofirelated andfunrelated
recommendations. Table ghows he results.The meanrelative recommendation (defined as
recommendation minus median prevailing consenmsgemmendationi s 0. O&mtedo Ar
recommendations {palue d 0.19) whereasthermen r el at i ve r encod mmeen daa teid:
is -0.05, which issignificant at the 5 percent level. This suggestsiite@ated recommendations
are relatively optimistic and recommendations
t-test for the difference in means confirms that there is indeed a significgerence as the t is
2.20 which is significant at the 3 percent level. This confithehy pot hesi s t hat
recommendations are upwardly biased and thus may be the result of a conflict of interest. When
the median relativeecommendationsrei nvesti gat ed a s i Relaledr pat
recommendations are significantly more optimistic than recommermlat s t hat ar e HfAno
PanesB and C investigate the claim that Adrel ate
Panel B (C) definefirelated as beilg syndication partners iaquity (deb) underwriting in the
year prior to the recommendation. Again, the same pattern emerges. When analysts are in active

in syndication of the same type of security there is a significant difeeen b et ween fAr el a



Anot rel at edo r thechmstiregem dcantfirmiatimedirst Aypalhesis. Panels B

and C also addredbe second hypothesis, which states tthe conflict of interest should be
especially preval evestmenwbamkrandtthie éllowed danky sset astive in n
underwriting of the same security (debt or equity) the conflict of interest should be prevalent.
Closer inspection does seem to refiethird hypotheses. It does not appear to be the case that
thereisd arge difference in opti mism relaedeng utihtey or el
and fddebb atne@ compared. As a mareconemendatidn fof a c t t
A r e l-equityd d(.05 (pvalue of 0.20whereas iis 0.08 (pvalue of 0.09¥or debt Hence, the

univariate analysis does not support the claims that analysts working for banks involved in equity
underwriting are more likely to optimistically bias their recommendations for banks that are also
active in equity underwriting when coiuged with debt.

In Table 5 the relative recommendations are shown when bifurcated by ranking
difference. To testhe fourthhypothesighat states that analysts are more likely to be optimistic
when their bank is ranked lower (or equally ranked) thatdmé they are following, | group the
relative recommendations by whether the analysts bank is lower (or equally ranked) as compared
to the followedbank If the hypothesis is correct | expect a significant difference in relative
recommendations between seetwo samples. The analysis in this Table confirms this. When the
bank of the analyst is lower or equally ranked than then followed bank | find that the mean
relative recommendation is 0.02, but when the anabat&is higher ranked | find a value ef
0.06 (pvalue of 0.03). The difference between these samples is significtire 5 percent level
with a tvalue of 200. The medians exhibit a similar pattern. This finding does suggest that
analysts of lower ranked banks (who have less reputationalrskpore likely to be optimistic

then their higher ranked countarfs. Interestingly, when | investigatanking differences of



debt or equity separately | find a similar pattern. It is however substantially weaker as the
differences are never signifidawith p-values between 0.15 and 0.28. This finding may be
explained by reputational costs being reldtethe reputation (anthus ranking) of the bank (i.e.
the highest rankingf debt andcequity ranking andnot the level of théndividual debt or equay
rankings

It has been well documented that in durthgs ampl e peri od anal ysts
have changedlo control for possible changes | splie sample into 3 periodsThe firstpart
(19941997) of the sample periothn be characterized as aipd wherethe structure of the
investment banking industry and the competition for underwriting syndiesateshangin@gs a
number of banks that hithereto were not allowed to underwrite became fully involved in
underwriing activities. The second pdt9982001) of the sample period encompasses the tech
boom. During this period the number of equity issuances increased substantially which may have
altered the way in which recommendations were u8edhoted by Ljungqvist et al. (2006) this
period may everbe considered as being in giguilibrium as far syndication and analyst
behavior concernedlhe third part of the sample period (262@04) is after the tech bubble
burst and during this period analysts did receive a significant amount of negativéapressl
as lawsuitssuch as the Global Settlemgenwhich may have made the costs of being too
optimistic too high.n order to investigatevhether the earlier observed patterns change during
the sample period | analyze the three sub periods separatedyreshlts are shown in Table 6.
Panel A shows the sample of relative recommendations by time period. It is clear as the sample
period moves towards the last third become more pessimistic (or less optimistic). This may be
explained by the increased visibily o f  eocominendatiosséand an effect of the Global

Settlement. When | split the sample further (



emerges. In the first part ofttea mpl e peri od firel atedo anal ysts
as fnnot rel at eidsed. & tha migdke tpat ofalsamplerperiod the difference

seems to disappear, whereas in the latter third of the sample period there is a difference again,
but now the finot rel at edal gn ali yasstesd awheer €iagn i
analysts sem to be unbiased. Over&lhnelB suggests that fahe beginning and the end of the
sampl e peroi odn afeyestastreedl at i vely mor e opti mi st
counterparts. For the middle parttbé sample period this pattern does not emerge. This may be

due to the fact that this period coincides with the tech boom. Thesgénod is characterized by

a significant upsurge in underwriting activity and therefore analysts may not have needed to be

as optimistica b o u t t h e banks #&sruaderaritimydptoceednay have been easy to
generatePanelC investigats the ranking differences in the three subsample periods. Again, the

same pattern as in the previous Psappears.

4.2. Multivariate analysis

The previous section showed that Arel ated?o
lower ranked (relative to the bank thatbeingfollowed) are relatively more optimistic. It also
showed that there were important differences eidyat behavior in the different sample periods.
In this section | employ multivariate analysis to investigate whether these patterns still exist
when controlling for some other factors. Table 7 shows the results of this analysis. In all models
| use the riative recommendation as the dependent variablenBare that correlations of errors
atboththd ol | owed bank anevel drdcomtroléed farlarydsaraat Biasibgahe k

standard errors | control for clustering at both these levels in ghesssons.In model 1 (model



2)luseadmmyequaltol f the banks involved in the recor
to 0 otherwise(the actual measuef i r e |, eahgng from 6 ® &)in addition | include a

dummy equal to 1 if the follole bank i s ranked above the anal
for the periods 1992001 and 2002004, and the log of the number of analystée results

confirm the univariate findings. In model 1 the dummy fielated is significant (pvalue =

0.10). The dummy for ranking difference is almost significantvfue = 0.18) and has the

correct sign. In model 2 the opposite occurs. In this model | find that the ranking difference is
significant but the coeffici e(ptalueom0.14)brelha8r el at
the correct signNot surprising, given these earlier findings, the dummy for the third part of the
sample period is always negative. The log of the number of analysts does not appear to be
relevantWhen | runsimilar regressionsisingequitymeasures only (models & 5, and §1 find

t hat fequid at & d s i gdnof the 4craodels. Intenesting is that when | include a

dummy for higher equity ranking of the followed bahle coefficients insignificant (models 3

and 4) whereas it becomes almost significant when | incthé®verall higher ranking dummy

(based on debt or equity, models 5 and 6). When this analysis is repeated using debt measures
(models 7, 8, 9, and 10) a similar patter aridéswever,it appears thathe relateeequity

measures areslightly more significant than in the debt based regressiémsshort, the
multivariate aalysis confims theear | i er findings that anal ysts
optimistic and that this also the case for anallfss are working for banks that are lower ranked

then the bank they are following, suggesting the existence of a possible conflict of interest.



5. Robustness Tests

In this section | investigate the robustness of the findings in the earlier sedfiosts. |
investigate the effects on the relatinthee reco
second part of this section | alter the way in which | calculate optimisnempiby different
measures of Ar el athefohdingss a8edobust do alseimative measuaes of

optimismandir el at edness.

5.1. Changes in firelatednesso

One of the advantages of wusing Arel atednes
is that it dlows me investigatehanges n A r e |. dable &hows hesrésults of doing so. In
Panel A | show changes in relative recommenda
observations that increase firelatednesso fror
increase in relative recommendation of @.FGrom -0.03 to 0.03). This is however not a
significant increase (palue of 0.44). The patterns for the median are similare interesting
are the results when bifurcatethy increase inequity andd eb fAr el at eedmfers s o . i
increases in debirelatednessis 0.09 (froma relative recommendation of 0.03 to 0.11) faout
equity | find an increasef @.12 which is almost significant {galue of 0.18). Again, for medians
t he patterns are similar. | ncr eas emtoniim Ar el
Arel atednesso. This would be ticlatedpmicrtthef t he
recommendati on but thdtone &ftbeccormardg redommeehdatiore @ne wdulg

expect to find that in this case there would be a largegnitive to change the bias in the



recommendations. In order to investigate this claim | split up the increase in regular increases in
Arel atednesso (Panel B) and initiations (Pane
Panel B | dofind any sgnificant changes. However, in Panel C the changes in the relative
recommendations are significant. For example, the mean increase in relative recommendations is
0.22 (pvalue d 0.06) fortheov er al | measure of fArel awdluedfnesso.
0.10) when a debt relation is initialized and goes up to 0.2&l(e of 0.03) whenraequity
relation is initialized. These findings, agai

in recommendation¥'

5.2. Changes irmeasurement difias

In Table 9 the results of several robustness checks are provided.thgrstay optimism is
calculatedis changed Instead of calculating the relative recommendation by subtracting the
median prevailing consensus recommendation | use the mean ffabeing so does not alter

the main result of the paper that suggests that related analysts are more optimistic. When | use
the raw recommendation (ranging from 1 to 5, where 5 is the highest recommendation), | again
find thatrelated analysts are mooptimistic. Panel B shows that the mean recommendation is
3.86 for related analysts versus 3.76 for those that are not related. The difference is significant at
the 4 percent leveln PanelC | restrict the sample of recommendations to those that have mor
than five analysts. The reastor thisis to minimize the chancehat the prevailing consensus is
based on the recommendation of the analyst issuing the recommendation. Again, the main results

remain.

14 replicate this analysis for ftetdiffsenees i n Arel atedne:



5.3. Changes irmeasurement gfr el at edness o

Note that in the original calcul ation of TfAre
60006999 and 900®999. In PaneD | show that includindhese issuedoes not alter the main
findings. I still find a sigmirfeil @aretd od iafnfae ryei
median. The mean is not significantly different but has the cosigotand a fvalue of 0.14
(note that the difference in the median is significamtPanelE | do not restrict myself to issued
with more than 1 bank involvedhereas in Pandl | do not restrict the sample of issues to those
where the followed bank is a Joint Leader, Book Manager, or Joint Leader. In both cases the
main results remain. In PanellG r estrict the calculation of
that were less than half a year prior to the recommendation date. Again, this does not alter the

main findings.

6. Conclusions

Overall, this papeprovides evidence suggestitigat analysts may face a conflict of
interest when issuing recommendationsfilow investment banks. This conflict of interest is
exi stent when the investment banks are relate
is ranked laver than the bank that the analystlows. This finding is important given the
amount of delte in academic and popular press on biased analyst reports. Most of this debate
centers on bias as the result of underwriting relationships with the idsammkgHowever, it is
hard to attribute the findings of bias in that context to a conflict ofdstexrs it could also be the

result of selection bias. In tisettingof this papethis is not the case.



| show that analysts are relatively optimistic about the prospects of investment banks that
are Arelatedo by | ooki ngnthe tinsegetiod 89D42004, aadrfiBd r e c o n
in both univariate and multivariate analysis that when the investment banks of the followed bank
and the analystso bank are | inked through par
the recommendation thesued recommendation is significantly more optimistic then when this
relationship does not exist. | further find that this relative optimism is existent for both debt and
equity. Additionally, 1 also find that recommendations are more optimistic whemusstment
bank of the analyst is ranked beneath the bank for which the recommendation is issued. This
finding is consistent with the notion of lower ranked banks facing less reputational costs and thus
exhibit willingness to issue positively biased recoemahations, especially when the payoffs may
be large (i.e. when the bank for which the recommendation is issued is a more important player
in the underwriting business, which may in turn mean that it has the power to include the

anal ystso i nthesydioatesntforms)ank i n
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Tablel
Sample baracteristics

Panel A: Recommentan Characteristics

Year N Relative ecommendation Abnormal eturn(%) around recommendatiorate
Mean Median Mean Median

1994 266 -0. 2+ -0.00*** -0.20 -0.23
1995 260 0.08 0.00 -0.05 0.12
1996 158 0.36** 0.00+** 0.26 0.37*
1997 161 011 0.00 0.12 0.29
1998 209 -0.15* -0.00%* -0.98* 0.41%x*
1999 205 0.07 0.00 -2.95** -0.98%+*
2000 201 -0.25 0.00 -0.57 -0.63
2001 204 0.00 0.00 0.11 0.23
2002 438 0.2 -0.00*** -0.00 0.15
2003 235 0.06 0.00 0.52%** 0.41+*
2004 136 -0.4 -0.00 0.69* 0.22+*
Panel B: Followed Investment Ba@karacteristics
Year N Equity & debt anked Only equity anked Only debt anked

Equity ranking and markehare  Debt ranking and markehare Equity ranking and markehare Debt ranking and markehare

Mean Median Comb. Mean Median Comb. N Mean Median Comb. N Mean Median Comb. N

mktshr mktshr mktshr mktshr

1994 20 10.10 8.00 47.00 9.00 8.00 60.60 10 25,50 40.00 2.90 2 2213 22.50 5.80 8
1995 22 11.70 1100 5150 10.00 9.00 60.10 11 8.00 8.00 3.90 1 27.10 30.50 8.60 10
1996 28 15.25 11.00 50.40 14.25 8.50 62.40 12 2450 20.50 7.20 4 27.17 2450 790 12
1997 27 16.40 13.00 53.40 17.40 12.00 63.20 15 22.00 20.50 5.50 4 27.38  29.00 6.10 8
1998 23 13.36 9.50 67.90 14.29 11.50 66.40 14 2425 249 2.50 4 28.0 32.00 5.00 5
1999 23 11.00 7.50 76.10 11.25 7.50 71.50 12 34.20 34.00 3.50 5 26.28 2930 6.80 6
2000 19 10.75 8.50 71.60 9.92 7.00 73.60 12 2750 2750 4.10 2 30.60 29.38 2.20 5
2001 20 9.70 9.50 61.10 9.50 5.5 63.710 10 32.00 3200 0.40 2 30.75 29.00 2.70 8
2002 24 12.20 7.00 67.30 9.40 6.00 66.30 10 2425 21.50 4.30 8 33.00 32.50 2.20 6
2003 23 14.58 9.00 63.40 13.33 8.00 63.40 12 29.83 2900 3.10 6 30.20 31.00 3.00 5
2004 21 12.00 7.50 72.20 13.92 9.00 68.20 12 25.20 2200 2.80 5 27.00  28.00 0.80 4







